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AMERICAN DECLINE OR RENEWAL?—
GLOBALIZING JOBS AND TECHNOLOGY

THURSDAY, MAY 22, 2008

HOUSE OF REPRESENTATIVES,
SUBCOMMITTEE ON INVESTIGATIONS AND OVERSIGHT,
COMMITTEE ON SCIENCE AND TECHNOLOGY,
Washington, DC.

The Subcommittee met, pursuant to call, at 10:05 a.m., in Room
2318 of the Rayburn House Office Building, Hon. Brad Miller
[Chairman of the Subcommittee] presiding.
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HEARING CHARTER

SUBCOMMITTEE ON INVESTIGATIONS AND OVERSIGHT
COMMITTEE ON SCIENCE AND TECHNOLOGY
U.S. HOUSE OF REPRESENTATIVES

American Decline or Renewal?—Globalizing Jobs
and Technology

THURSDAY, MAY 22, 2008
10:00 A.M.—1:00 P.M.
2318 RAYBURN HOUSE OFFICE BUILDING

Purpose:

The purpose of this hearing is to assess the effects of the globalization of jobs and
technology on the American economy, and to develop an understanding of the incen-
tives and disincentives that influence United States firms’ decisions on whether to
locate at home or abroad the production and research facilities that are critical
sources of value creation and high-paying jobs. Firms’ thinking both on whether to
retain or to offshore existing U.S.-based capacity and on where to locate new invest-
ment will be explored.

The Committee on Science and Technology annually authorizes the expenditure
of billions of dollars to support scientific research. It therefore has a direct interest
in the extent to which the benefits of the innovations spawned by this federal fund-
ing are captured by the U.S. national economy and for the taxpayers with whom
the funding originates. The Committee has a specific interest, through its connection
to the National Institute of Standards and Technology, whose budget it authorizes,
in the health of the Nation’s manufacturing industries. Finally, the vigor of the Na-
tion’s scientific research enterprise, like the health of the economy that supports it,
is closely linked to its ability to sustain value creation—in the form of both techno-
logical innovation and high-value added production—within its borders.

This hearing has been designed to help the Committee in identifying measures
that might increase the likelihood of high-value-added activity’s remaining, increas-
ing, and succeeding within U.S. borders, and thereby contributing to the future
health of the America’s economy and the future prosperity of its citizens.

Witnesses:

Panel One

Dr. Ralph E. Gomory currently serves both as Research Professor at the NYU
Stern School of Business and as President Emeritus of the Alfred P. Sloan Founda-
tion. A mathematician who was a longtime Director of Research at IBM, he is au-
thor with the economist William J. Baumol of the book Global Trade and Con-
flicting National Interests.

Dr. Margaret M. Blair is a Ph.D. economist who serves as Professor of Law at
Vanderbilt University Law School. She is the author of numerous scholarly articles
on corporate governance and of the book Ownership and Control: Rethinking Cor-
porate Governance for the Twenty-First Century.

Dr. Bruce R. Scott is the Paul Whiton Cherington Professor of Business Adminis-
tration at Harvard Business School. One of the founders of the competitiveness de-
bate in the 1980s, he has a new book, Capitalism, Democracy, and Development, due
to be published in October.

Panel Two

Mr. James R. Copland III is the Chairman of Copland Industries, Inc., and
Copland Fabrics, Inc., located in Burlington, NC; he served as the companies’ Presi-
dent, Treasurer, and CEO from 1986 until 2004. He is also the founder of two banks
and currently serves as Director of four banks.

Mr. Brian O’Shaughnessy has been Chairman since 1988 of Revere Copper Prod-
ucts, Inc., in Rome, NY, and until recently served as President and CEO as well.
He also serves on the Board of Directors of the Coalition for a Prosperous America,
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three copper industry trade associations, and three manufacturing associations in
New York State.

Mr. Wes Jurey is the President and CEO of the Arlington Chamber of Commerce
in Arlington, TX. He founded the Center for Workforce Training & Preparation in
El Paso, TX, and currently serves as Chair of the U.S. Chamber’s Institute for a
Ci)mpetitive Workforce and as a member of the Texas Workforce Investment Coun-
cil.



5

Chairman MILLER. Thank you to all of you, and welcome to this
interesting hearing today, American Decline or Renewal?—
Globalizing Jobs and Technology. The jurisdiction for Oversight is
more indulgent than the jurisdiction the Committee has for legisla-
tion. If this committee tried to claim jurisdiction for legislation
coming out of any of the discussions today, we probably would be
in a death struggle with other committees that would probably win
that struggle, but part of our jurisdiction is to consider American
competitiveness generally. There are several items in our jurisdic-
tion that give us that broader authority at least to think about how
American business needs to be more competitive, and much of the
Committee’s work in the last two years has been on that subject.
And certainly this hearing today gets at that subject as well.

The former Vice Chairman of the Federal Reserve Board, Alan
Blinder, observed, “What I've learned is anyone who says anything
that obliquely sounds hostile to free trade is treated as an apos-
tate.” Actually, that apostasy is very welcome in parts of my dis-
trict that has suffered a great deal of job loss in the last decade,
in the last generation.

The faith that Blinder has recently begun to question himself has
guided both our policy and international economic policy for more
than two decades. Its credo is that lowering trade barriers while
curbing regulation produces the greatest growth. According to its
doctrine, this new order would provide undiluted benefits to an ad-
vanced nation like ours. It would free Americans trapped in tradi-
tional jobs for more sophisticated, remunerative work, while flood-
ing the world with goods and services made in the United States.
I represent a lot of folks who do not feel that they were trapped
in traditional jobs but really wish they still had those jobs.

But 15 years after the ratification of NAFTA and 13 years after
the birth of the WTO, the ranks of the doubters seem to be grow-
ing.
Could this reflect America’s net loss of 3.5 million manufacturing
jobs since 2001? Many workers have been freed from being trapped
in traditional jobs, but have not found other jobs that are as well-
paid, or as easy to support themselves and a family on as the jobs
that they lost.

Could it reflect the fact that the United States’ merchandise
trade deficit has risen every year but one over the last decade and
has hovered around three-quarters of a trillion dollars for three
years running? Our trade surplus in services is tiny by comparison.
In 2007, it was only around one-eighth the goods deficit’s size.

Could this reflect the Nation’s assumption since 2001 of $10 tril-
lion in new debt, $6.5 trillion by households, $3.5 trillion by the
Federal Government? Is that an indication that we have not pro-
duced anywhere near the level at which we would like to consume?

Could it reflect anxiety over the rise of colossal sovereign wealth
funds that are using what they take in from us to buy up our in-
dustrial and financial assets?

In this context, the hardships of working Americans are proving
longer lasting and are deeper. Lawrence Summers, the Treasury
Secretary under President Clinton and before that, Chief Econo-
mist of the World Bank, a strong supporter of globalization in the
past, last month wrote of “a world where Americans can legiti-
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mately doubt whether the success of the global economy is good for
them.” He also acknowledged that “growth in the global economy
encourages the development of stateless elites whose allegiance is
to global economic success and their own prosperity rather than the
interests of the Nation where they are headquartered.”

When even folks like Summers, one of the architects of the cur-
rent international trading system, are now feeling and saying out
loud concerns like that, it heralds a significant change in the public
debate on the global economy and the values of the global economy
to American workers. No longer can we in good conscience avoid
the question, what are we to do about it? If we are to find effective
answers, we must be open to new ideas, even ideas that might
have seemed apostasy in the past. We must be prepared to discover
that we know less than we thought about the consequences of
globalization or even that some of our basic views on the subject
may rest on mistaken assumptions.

The panelists in the first panel today point out that much of our
economic theory is built on a society in which the baker sells his
bread to the candlestick maker who sells his candles to the miller
who sells his flour to the baker. And with the kind of size, the kind
of capital, the kind of labor force required for the economy today,
that may not be the best model. It may not be one that truly de-
scribes the economy of the world that exists now.

We have two panels, each of which will, in its own way—in dif-
ferent ways—help us consider these apostate ideas.

The first panel will offer their perspectives on the beliefs that
have, for several generations, shaped the design and governance of
our world trading system, as well as our expectations of proper be-
havior by corporations. One of the members of the panel, Dr. Ralph
Gomory, last year testified before the Science and Technology Com-
mittee that the interests of U.S.-based multinational corporations
are no longer necessarily in step with those of a healthy American
economy, certainly an apostate idea. Today the members of this
panel will question things we think we know, about the role and
responsibilities of corporations, about the relationship of the state
and the market, about the ability of technological innovation to en-
sure our country’s economic prosperity in the absence of changes in
the trading system. And they will suggest some measures that
might strengthen America for the future.

The second panel is testimony from the trenches. Two heads of
domestic companies will talk about their commitment to producing
at home, what they do out of concern for the well-being of their em-
ployees, the viability of the communities in which their businesses
are located, and the sustainability of the Nation’s economy. They
will tell us about the cost of upholding that commitment under the
current trading system and suggest how the Federal Government
might help lighten their burdens now. Joining them is a regional
development expert who will explain what it takes to attract in-
vestment as the lure of off-shoring becomes more prevalent, and
will add some ideas of his own about how to improve American
competitiveness.

I will yield back the balance of my time which expired a long
time ago and recognize now the distinguished Ranking Member,
not Mr. Sensenbrenner, but Mr. Hall for his opening statement.
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[The prepared statement of Chairman Miller follows:]

PREPARED STATEMENT OF CHAIRMAN BRAD MILLER

“What I've learned,” former Fed Vice Chairman Alan Blinder has observed, “is
anyone who says anything even obliquely that sounds hostile to free trade is treated
as an apostate.”

The faith that Blinder has recently begun to question has guided both U.S. and
international economic policy for more than two decades. Its credo is that lowering
trade barriers while curbing regulation produces optimal growth. According to its
doctrine, this new order would provide undiluted benefit to an advanced nation like
ours. It would free Americans trapped in traditional jobs for more sophisticated, re-
musnzrative work, while flooding the world with goods and services made in the
U.SA.

But 15 years after the ratification of NAFTA, and 13 years after the birth of the
WTO, the ranks of the doubters seem to be growing.

¢ Could this reflect America’s net loss of 3.5 million manufacturing jobs since
2001?

¢ Could it reflect the fact that the U.S. merchandise trade deficit has risen
every year but one over the past decade, and has hovered around three-quar-
ters of a trillion dollars for three years running? By the way, our trade sur-
plus in services is tiny in comparison. In 2007, it was only around one-eight
the goods deficit’s size.

* Could this reflect the Nation’s assumption since 2001 of $10 trillion in new
debt, $6.5 trillion by households, $3.5 trillion by the Federal Government—
an indication that we have not produced anywhere near the level at which
we wish to consume?

¢ Could it reflect anxiety over the rise of colossal Sovereign Wealth Funds that
are using what they take in from us to buy up our industrial and financial
assets?

In this context, the hardships of working Americans are proving enduring and
profound. Lawrence Summers—Treasury Secretary under President Clinton and, be-
fore that, Chief Economist of the World Bank—Ilast month wrote of “a world where
Americans can legitimately doubt whether the success of the global economy is good
for them.” He also acknowledged that “growth in the global economy encourages the
development of stateless elites whose allegiance is to global economic success and
their own prosperity rather than the interests of the Nation where they are
headquartered.”

That even such a figure as Summers, one of the architects of the current inter-
national trading system, is now expressing such concerns heralds a significant
change in public discourse on the global economy. No longer can we in good con-
science escape the question: What do we do about it? If we are to find effective an-
swers, we must be open to hearing new ideas. We must be prepared to discover that
we know less than we thought about the consequences of globalization, or even that
some of our basic views on the subject may rest on mistaken assumptions.

Tﬁday we have two panels, each of which will, in its own way, help us along this
path.

The first panel will offer new perspectives on the beliefs that have, for several
decades, underlain the design and governance of the world trading system, as well
as our expectations of proper behavior by corporations. One of its members, Dr.
Ralph Gomory, last year testified before the Science and Technology Committee that
the interests of U.S.-based multinational corporations are no longer necessarily in
step with those of a healthy American economy. Today the members of this panel
will question things we think we know—about the role and responsibilities of cor-
porations, about the relationship of the state and the market, about the ability of
technological innovation to ensure our country’s economic prosperity in the absence
of changes in the trading system. And they will suggest some measures that might
strengthen America for the future.

The second panel will bring us into the trenches. Two heads of domestic firms will
talk about their commitment to producing at home, which they do out of concern
for the well-being of their employees, the viability of their communities, and the sus-
tainability of the Nation’s economy. They will also tell us about the cost of uphold-
ing that commitment under the current trading system, and suggest how the Fed-
eral Government might help lighten their burdens now. Joining them is a regional
development expert who will explain what it takes to attract investment as the lure
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of offshoring becomes more prevalent, and will add some ideas of his own on how
to improve American competitiveness.

With that I yield back my time—which has, in fact, already expired—and recog-
nize the distinguished Ranking Member for his opening statement.

Mr. HALL. Thank you, Chairman Miller, and you very adequately
gave an opening statement that covers I think everything that
ought to be covered, and I am not here to take Mr. Sensenbrenner’s
place. I'm just here to carry out the bylaws that there has to be
a Minority here before he can hit that gavel down and we get start-
ed hearing your testimony. But don’t be alarmed that for the lack
of Members that are here. And Mr. Sensenbrenner is not here be-
cause he fell yesterday, and the good news is that he was not badly
injured. He is all right, and he will be back with us shortly.

But all the empty seats, most all of us have about three or four
things to do every hour of the day here; and your testimony under
the Chairman’s guidance is taken down. It is even being televised,
and everybody in the Congress will read it and see it. So you are
not talking to the empty chairs. You have the most important peo-
ple, staffers back here, that tell us what you said, you know, when
we get back to our offices. But I won’t even be here very long, but
I have great admiration for the Chairman, and I know he is going
to handle it well. I yield back my time. I ask unanimous consent
to put my opening statement in the record.

Chairman MILLER. Certainly, without objection.

[The prepared statement of Mr. Hall follows:]

PREPARED STATEMENT OF REPRESENTATIVE RALPH M. HALL

Today’s hearing will address a topic that this committee has looked at several
times in the past year—globalization. This new global marketplace has created
many opportunities and challenges that corporations, governments, and workers
must now adapt to. Today’s hearing will touch on a number of broad issues both
in and out of this committee’s jurisdiction.

While our thinking should not be limited by such artificial boundaries, we should,
however, be cognizant of what we can actually affect. STEM education and Federal
Research and Development are clearly topics that this committee should address.
From the National Academies Rising Above the Gathering Storm report, to the
President’s American Competitiveness Initiative, to this committee’s COMPETES
Act, this committee is actively engaged in maintaining America’s preeminence in
Science and Technology. It is in these areas that we can continue to influence how
our nation responds to a globalized economy.

I look forward to the witness’ comments on other topics such as currency manipu-
lation, subsidization, corporate governance, price fixing, regulatory policy, patent re-
form, and tort reform. These issues are certainly an important aspect of
globalization, but ultimately may not be the most appropriate topics for the Science
Committee to address. Nevertheless, much like the intertwined global economy,
many of these issues are also interrelated so I look forward to hearing our guests’
perspectives.

Thank you. I yield back the balance of my time.

Chairman MILLER. I hope the Members did not really believe
that every Member of Congress is going to read the transcripts of
today’s hearings, but I do still think, even if a relatively small
number of people even learn in the most general terms what was
discussed, it will advance the debate and allow us to consider these
questions in ways we haven’t before but need to.

And I ask unanimous consent that all additional opening state-
ments submitted by any Member be included in the record. And
without objection, it is so ordered.

[The prepared statement of Mr. Costello follows:]
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PREPARED STATEMENT OF REPRESENTATIVE JERRY F. COSTELLO

Chairman Miller, thank you for your continued attention to one of the most im-
portant issues facing our nation. The changing nature of the international economy
has had profound effects on the American workforce. How we confront the long-term
effects of this phenomenon is critically important for our future economic health.

It is a familiar refrain over the last 15 years: more jobs, particularly manufac-
turing jobs, have left the U.S. and gone overseas, where workers are paid substan-
tially less. And this activity has not been limited to blue collar jobs. As China and
India produce more and more engineers and other high-tech workers—that also
work for less than their American counterparts—white collar jobs are lost abroad.

While our economy slows and rising food and gas prices are squeezing families,
the average American worker’s wages have stagnated, and most manufacturing
workers that lose their jobs make less in their next job.

Our country’s success has been underpinned to a great degree by the fact that
a person without a college education could find a good-paying job, enough to raise
a family, afford an occasional vacation, and generally live a higher standard of liv-
ing than his parents.

For many Americans, that ideal is in jeopardy. Service sector jobs do not pay as
well as manufacturing jobs, and often come without benefits. While our economy re-
mains the most innovative in the world, not everyone will be able to acquire the
skills to survive the demands of the 21st Century workforce. My overarching ques-
tion to our panelists is, how do we rebuild the U.S. job base?

Mr. Chairman, thank you for holding this hearing. I look forward to the insights
of oucli witnesses and appreciate their taking the time to discuss these issues with
us today.

[The prepared statement of Ms. Johnson follows:]

PREPARED STATEMENT OF REPRESENTATIVE EDDIE BERNICE JOHNSON

Thank you, Mr. Chairman. I want to commend this subcommittee’s work on to-
day’s hearing.

The topic is of great interest: an in-depth analysis of the incentives and disincen-
tives when it comes to global outsourcing of high technology jobs.

A simple Internet search for global outsourcing in Texas yields several large cor-
porate business names.

These businesses advertise themselves as being proficient and helping other busi-
nesses outsource their work, globally.

Mr. Chairman, I believe that as information technology continues to improve, that
global outsourcing will be the way business is done. This trend will become ever
more routine.

My concern is regarding which jobs stay in the United States, and which jobs go
to other nations.

Science, technology, and engineering jobs are among the higher paying, more re-
warding ones. The fruits of this work pay untold dividends to a society.

There will always be a place, here and abroad, for attorneys, manufacturers,
‘fc‘eachers, bankers, and business people. These can be high-paying and valuable pro-

essions.

I believe that STEM jobs—those involving science, technology, engineering and
mathematics—present critical sources of value creation and prosperity to individ-
uals and to society.

Let us use Silicon Valley, for an example. Had the Internet boom occurred ini-
tially in India, would that nation now surpass us in computer science innovation?

Some would argue that, in some sectors, it is already doing so.

I am pleased that our witnesses bring expertise from the academic standpoint as
well as the business perspective.

Hopefully, the information will enable the Subcommittee to get a sense of deci-
sion-making that goes into firms’ thinking both on whether to retain or to offshore
existing U.S.-based capacity and on where to locate new investment.

Thank you, and I yield back.

Chairman MILLER. It is now my pleasure to introduce our wit-
nesses today. The first is Dr. Ralph Gomory who currently serves
as a Research Professor at the NYU Stern School of Business and
is President Emeritus of the Alfred P. Sloan Foundation. Dr. Mar-
garet Blair is a Ph.D. economist who serves as Professor of Law at
Vanderbilt University School of Law. Dr. Bruce Scott is Paul
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Whiton Cherington Professor of Business Administration at the
Harvard Business School. You will each have five minutes for your
oral testimony. Your written testimony will be included in the
record for the hearing. When you complete your testimony, we will
begin with questions. Each Member will have five minutes to ques-
tion the panel. As this is an Investigations and Oversight Sub-
committee, it is our practice to take testimony under oath. The
likelihood of a perjury prosecution coming out of this hearing seems
remote, but we do still take testimony under oath.

Do any of you object to being sworn? All right. And you also are
allowed counsel if you prefer. We ask you these questions to put
you at ease.

Ms. JOHNSON. Mr. Chairman?

Chairman MILLER. Yes, Ms. Johnson?

Ms. JOHNSON. Pardon me for breaking in but I have a markup
starting at 10:30——

Chairman MILLER. Yes, ma’am.

Ms. JoHNSON.—and I notice on the witness list here there is
someone from my area, the President and CEO of Arlington Cham-
ber of Commerce, and I simply want to welcome him and then reit-
erate Mr. Hall’s comment about us getting the information even if
we are not here. But I do have a markup.

Chairman MILLER. Ms. Johnson, would you like to introduce—he
is on the second panel, but if you would like to introduce him now
that would be fine.

Ms. JOHNSON. I don’t even know him.

Chairman MILLER. Well, thank you. I will be pleased to welcome
him for you and for the rest of the panel, and I wish you well at
your markup.

And none of you have counsel? All right. If you would now all
rise and raise your right hand, do you swear to tell the truth and
nothing but the truth? Thank you. The record will reflect that all
answered that they did so swear.

hDr. Gomory, you may begin. You do need to turn on your micro-
phone.

Mr. GOMORY. I am sorry.

Panel I:

STATEMENT OF DR. RALPH E. GOMORY, RESEARCH PRO-
FESSOR, NEW YORK UNIVERSITY STERN SCHOOL OF BUSI-
NESS; PRESIDENT EMERITUS, THE ALFRED P. SLOAN FOUN-
DATION

Dr. GOMORY. I am here just representing myself, not the Sloan
Foundation, not New York University. For myself, let me say how
pleased I am to have this opportunity to discuss these crucial
issues, and I thank you, Mr. Chairman, and Members of the Com-
mittee for having organized this hearing.

I will make only one basic point in my testimony, and that is
that in this era of globalization, the interest of global corporations
and their countries have diverged; and if most Americans are to
benefit from globalization, we must change this situation and there
are ways to do that.
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After all, what is it that countries want of their corporations? I
say two things. One, countries have looked to their corporations to
be productive at making what they make, and second, to enable the
people of the country to earn a living by being a part of these pro-
ductive organizations.

Now, if we look at the behavior of corporations, it is clear that
profit is something that really matters to corporations.
Globalization has now made it possible for global corporations to
pursue their profits by building capabilities abroad and instead of
investing along side U.S. workers and using that investment in
R&D and all the rest to increase their productivity, corporations
today can produce goods and services abroad using low-cost labor
and import those goods and services into the United States.

But increasing their profits this way, they are not fulfilling the
social purpose of allowing Americans to participate in the produc-
tion of goods. Economists correctly point out that this often results
in the availability of cheaper goods and that itself is a social good,
and that is certainly true; but it is also true that as we lose our
capabilities in many areas, we have less to trade for those goods
so that eventually, the cheaper goods become expensive in real
terms and you come out behind, not ahead.

The idea that the industrial development of your trading partner
can actually become harmful to your total GDP has appeared in the
economic literature from time to time. With a detailed under-
standing that Professor Baumol and I have added to that viewpoint
in our book, there is a good reason to think that the rapid indus-
trialization of some Asian countries is harmful to the United States
overall, not just in some areas.

Now, let me say that U.S. corporations were not always purely
profit oriented. When Reginald Jones became the CEO of General
Electric in 1972, he announced that his responsibilities would be
equally split among the company and its shareholders, its employ-
ees, the American industry, and the Nation; and that sense of
broad responsibility was at that time—and I remember it myself—
pervasive in American industry.

But in the years since then, that view of corporate leadership has
been largely replaced by the idea that the business of business is
solely to make profit for shareholders and that in the pursuit of
profits or shareholder value, all other values should be sacrificed.
And what has been the result of that?

During the three decades after 1973, GDP increased steadily as
new technologies were introduced that increased productivity; but
during this period, the gains from this increase were distributed in
a very skewed fashion. Over those 30 years, most Americans have
seen little or no growth in real wages. The gains from this impres-
sive productivity growth have been going to the wealthy and, even
among them, to the very wealthy primarily.

While many explanations have been brought forward for this re-
markable divergence of the richer and poorer in our country, one
very simple one has received little attention. But let us note that
the shares of corporations are held overwhelmingly by those who
are already wealthy. Ninety percent of shares are held by the top
20 percent or by those like top executives who will become wealthy
if share values go up. And if corporations focus on share value to
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the exclusion of anything else, this is an automatic mechanism for
increasing inequality and the skewed distribution.

But with the onset of globalization, the capital, know-how, and
technology that once made American workers the most productive
in the world are being transferred overseas to other workers who
will do the same job for a fraction of the wage. This makes for ex-
cellent corporate profits, but it leaves American workers out and it
will leave most Americans as losers, not winners from
globalization.

Can anything be done about this? The answer is yes, but we will
have to do some new things. While the United States has no na-
tional stated strategy aimed at the goal of greater GDP, there is
no lack of individual suggestions about ways to improve the U.S.
economic situation. This often translates into asking for improved
K through 12 education, et cetera, et cetera, et cetera; and I dis-
cuss all these in my written testimony. However, the main thrust
of this testimony today is on the issue of better aligning corporate
and national goals. We need to consider a U.S. economic strategy
that provides incentives to companies to have high value-added
jobs in the United States. If we want high value-added jobs, let us
reward companies for having such jobs. Let us consider a corporate
income tax that does that, and we don’t care how they do it, wheth-
er it is through R&D, advanced technology, or by just plain Amer-
ican ingenuity exercised at every level. Such a tax could be revenue
neutral, low on producers and high on the non-producers. Such a
tax would encourage corporations to return to what a country
wants of them, high output and jobs in this country.

Many people would oppose this or any similar move, saying that
our national economic strategy is and should be to leave markets
alone and take whatever free markets produce. But when you think
for one second, you realize there is no one free market. All markets
are affected by all our regulations and our tax structures. And so
the question simply remains, which free market are you describing
and which free market do you want?

However, we cannot do these things that I have described or any-
thing effective if we do not balance trade. If we do not balance
trade, we cannot be in control of our own destiny. We will continue
to be the victims of merchantless practices and there is nothing to
prevent U.S. corporations from leaving the country and working
from abroad if they prefer that to what it means to be a U.S. cor-
poration.

But trade can be balanced. There are many approaches to this,
but in this limited time, I would only mention one, a remarkable
approach described by Warren Buffet and based on what he calls
import certificates.

If most Americans are to benefit rather than lose—let me sum-
marize—if most Americans are to benefit rather than lose from
globalization, we need to re-align the goals of corporations with
those of the Nation, and we must balance trade to control our own
destiny and there are ways to do both these things. Let us start
now.

[The prepared statement of Dr. Gomory follows:]
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PREPARED STATEMENT OF RALPH E. GOMORY

Mr. Chairman and Members of the Committee:

Thank you for the opportunity to take part in this hearing. The subjects that we
are to discuss today are the ones to which I have devoted much of my working life.
For almost 20 years I was the head of the research effort of a major international
corporation, (IBM). For the last 18 years I was the head of a major foundation (Al-
fred P. Sloan) deeply interested in science and technology. Today I am a Research
Professor at New York University’s Stern School of Business.

In addition, for almost my entire adult life, I have been active as an individual
researcher—first in mathematics and more recently in economics. I am pleased and
honored to be here today and to have this opportunity to testify.

Some of you may remember that I testified to the full Science and Technology
Committee on June 12 of last year on the subject of the globalization of R&D. At
that time I stated:

The effect on the United States of the internationalization of the scientific and
technical enterprise can only be understood as one part of the revolutionary
process of globalization, which is fundamentally revising the relation of compa-
nies to the countries from which they have originated. In this new era of
globalization the interests of companies and countries have diverged. What is
good for America’s global corporations is no longer necessarily good for the
American economy.

My testimony today will bear on this same question, viewed in the broader con-
text of the evolving relation of countries and companies. I will address the impact
of these events on the overall ability of this country to produce a large GDP (value
of the total national product), as well as on the rapidly growing problem of extreme
inequality in the distribution of that national product. Nonetheless, my conclusion
will be exactly the same:

What is good for America’s global corporations is no longer necessarily good for the
American economy.

To see why this is so, let us review the fundamental social role that the corpora-
tion fulfills in this country and in other developed countries.

The Basic Social Function of the Corporation

For a very long time most of the work of the world was done on farms or in small
shops. An individual could learn the printing trade or shoe making and graduate
to his own shop; a family could run a farm. In both cases an individual or very small
groups of people could grow crops or make shoes that could be sold to others and
thus have the money to supply what was not made at home.

But today the goods we consume cannot be made at home; they are complex and
require large organizations to create them. You cannot manufacture a car in your
garage; it takes a large-scale organization to do it. The food you eat is not produced
by a family on a nearby farm, but is made by large organizations on highly mecha-
nized farms with machinery produced by other large organizations. The food itself
then travels on highly organized transportation networks to get to huge outlets,
where nearby you can pick up a refrigerator made by another large organization or
a television set that no individual or small group could ever build.

The same is true of services: there is no way to build your own telephone service.
And even medicine, one of the last strongholds of the individual practitioner, is rap-
idly agglomerating into large-scale enterprises.

A person must now be part of an organization that makes or distributes the com-
plex goods and services that people buy today. Being part of an organization is what
people must do to earn a living and support themselves and their families. The fun-
damental social role of corporations and other businesses is to enable people to par-
ticipate in the production of the goods and services that are consumed in the mod-
ern world; the corporation enables them to earn a share of the value produced for
themselves and their families.

My testimony bears on the question of how well America’s global corporations are
fulfilling that fundamental purpose today. The whole thrust of my testimony is that
in the last few decades the shift in corporate motivation toward emphasizing profits
above everything else has had a deleterious effect on the way they are fulfilling that
role. That deleterious effect is now being enormously accelerated through
globalization.
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The Role of Profits and Competition

Business organizations today do not proclaim the social mission that I have just
described; rather, they make clear that they are there to make profits for their
shareholders.

I understand very well that profit is a creative force. Companies come into exist-
ence to create profits, and to do that they create GDP, the goods and services that
constitute a nation’s economic output. And in constantly striving for more profits,
companies tend to become ever more efficient and create ever more GDP. As Adam
Smith pointed out, “It is not from the benevolence of the butcher, the brewer or the
baker that we expect our dinner, but from their regard to their own interest.”

Today’s butcher and baker are corporations, and their interest is profits.

But while it is true that profit can be a creative force it is also true that empha-
sizing profit above everything else can be bad for the Nation. Profit under the right
circumstances can be an energizing force that creates GDP. But we should remem-
ber that from a national point of view, profit is a means to the end of creating GDP,
not an end in itself.

The Divergence of the Profit Motive and the Fundamental Role

Globalization has now made it possible for global corporations to pursue their
profits by building capabilities abroad. Instead of investing alongside U.S. workers
and using their tnvestment and R&D to increase their productivity, corporations
today can produce goods and services abroad using low-cost labor and import those
goods and services into the United States. But in creating their profits this way, they
are building up the GDP of other countries while breaking their once tight links
with America’s own GDP.

Economists will sometimes argue that this development of capabilities abroad is
good for the U.S. economy as a whole. For one thing, we get cheaper goods. That
is certainly true, but it is also true that if we lose our superior capabilities in many
areas and are less competitive, we have less to trade for those goods, so that eventu-
ally the cheaper goods become expensive in real terms. I do not intend to repeat
today the arguments that I have already outlined to the Full Committee in my ear-
lier testimony and that are spelled out in the book on global trade and its con-
sequences that I co-authored with Professor Will Baumol.

I would like to point out, however, that the view that the industrial development
in your trading partner can be harmful to your total GDP is not new. There is a
long history of well known economists making that observation, most recently Paul
Samuelson.! What Professor Baumol and I have added to that long history in our
book “Global Trade and Conflicting National Interests” is the realization that the
benefits of your trading partner’s economic development occur in the early stages
of its development, and as your partner becomes more fully industrialized and is no
longer confined to low value-added industries, further development is harmful to
your GDP.

This result, which we derive rigorously from the most standard economic models,
corresponds to the intuitive notion that we do well when we lose low-wage jobs and
not well when we start losing high-wage or high-tech jobs .And that is what we are
seeing today. And as I said in my previous testimony, in agreeing with my co-pan-
elist Professor Alan Blinder, there are many reasons to believe that the impact on
the United States will be severe.

In addition to the impact on GDP, the Effect of Globalization on Inequality

Globalization was not the beginning of the divorce between corporate profits and
the economic welfare of the American people. It is rather a very large next step
down a long road already traveled. To see how far we have come, let us look back
35 years.

Reginald Jones became CEO of General Electric in 1972, and shortly thereafter
rgladbe2tw0 remarkable speeches to the Business Roundtable and the National Press

ub.

Mr. Jones said that with his appointment as CEO, he would henceforth view his
responsibilities as being equally split among the company and its shareholders, em-
ployees, American industry, and the Nation. This sense of broad responsibility be-
came pervasive in American industry. In fact, urged on by Jones, the Business
Roundtable—the organization of major company CEOs intended to look after the in-
terests of business in the public policy arena—formally endorsed in 1981 the policy
that shareholder returns had to be balanced against other considerations.

1See References 1-6.
2This is summarized from Reference 7.
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In the intervening years that view of corporate leadership has waned, largely re-
placed by the idea that the business of business is solely to make profits for share-
holders, and that in the pursuit of profits, or shareholder value, all other values can
be sacrificed.

In the decades from 1973 to now, GDP increased steadily as new technologies
were introduced that increased productivity. If the gains in productivity had been
reflected evenly in incomes, a typical worker would get 35 percent more today than
in 1973. In fact, the typical worker saw a far smaller gain. Median household in-
come grew about 16 percent since 1973, much of that gain being due to the fact that
many households became two-earner households. So, instead of looking at house-
holds, if we look instead at individual workers—for example, men in the 35-40 age
bracket—their inflation-adjusted wages have in fact decreased in real terms since
1973.

In fact the gains from productivity growth have been going to the rich—and even
among the rich, primarily to the very rich—while most Americans have seen little
or no growth in real wages.? While details can be disputed, as is the case with much
economic data, the general trend toward a sharply increasing degree of inequality
in incomes and wealth cannot be disputed; and we are seeing today a concentration
of wealth at the very top, unmatched since the days of the so-called “robber barons”
at the close of the 19th century.

And just to remove any ambiguity about what is going on, in 2004 the Business
Roundtable revised its earlier position on CEO responsibility and publicly asserted
that the obligation of business is only to maximize shareholder wealth.4

While many explanations have been brought forward for this divergence of the
richer and the poorer in our country, one very simple one has received remarkably
little discussion. Companies today are aimed primarily at maximizing shareholder
gains, and their shares are held overwhelmingly by those who are already wealthy5
or by those, like top executives, who will become wealthy if share values go up. Cor-
porations today are motivated to cut wages and benefits whenever they can to in-
crease profits and shareholder value. The money saved from wages and benefits
comlesh out of the middle and lower income groups; the gain in profits goes to the
wealthy.

As we remarked above, important American corporations have found that the
easiest way to maximize shareholder wealth today is to take their technology, know-
how and capital overseas to wherever labor is cheapest and subsidies are the great-
est. The capital, know how and technology that once made American workers the
most productive in the world are being transferred overseas to other workers who
will do the same job for a fraction of the wage. This makes for good corporate prof-
its, but it leaves American workers far behind. Corporate goals, as they are now
being stated, have been diverging for a long time from what is good for the country.
Now, however, that decades-long history of workers and more generally the middle
class losing share in the productivity gains is being accelerated by globalization. In
globalization, jobs leave the country altogether and only the corporate profits re-
main.

We need to realize that the interests of the American global corporation, whose
interest is profit, and the interests of most Americans, who want a higher standard
of living, have been diverging. Globalization is causing that divergence to occur fast-
er and further than ever before.

Can Anything Be Done?

This testimony does not pretend to take on in any systematic way the task of an-
swering the question, “What is to be done?” I will be content if I can contribute to
the clarification of some of the issues.

While the United States has no stated national strategy aimed at the goal of
greater GDP, there is no lack of individual suggestions about ways to improve the
U.S. economic situation vis-a-vis the more rapidly developing nations. This often
translates into asking for improved K-12 education, especially in science and tech-
nology. While improved education can only do good, education improvement is hard
to come by and it is hard to imagine an improvement in education so profound that
it turns out Americans who are so productive that they are worth hiring in place
of the four or five Asians who can be hired for the same wage.

3This is discussed in much greater detail in Reference 8 Chapter 1, especially pages 22 and
23 and in Reference 9 Chapter 7. See also Reference 7.

4From Reference 7.

5Reference 8, page 23.states that almost that 90 percent of shares are held by the top 20 per-
cent of stock owners and has further data.
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Another emphasis is the quest for innovation, usually innovation that is closely
linked to R&D. More R&D can only help. But the role of science and technology in
globalization needs to be understood. R&D does not contribute to a nation’s wealth
directly by employing large numbers of people in high value-added or high-wage
jobs. It contributes by supporting a small number of people whose work is intended
to give a competitive edge to the end product, whether that is goods or services. It
is these end products, whether they are cars or computers or medical services that
make up the bulk of a corporation’s revenues and support the wages of its employ-
ees.

If in the process of globalization the production (or delivery in the case of services)
of the good moves overseas, so do the wages. Even if R&D remains behind, the vast
bulk of value creation has moved to another country, and it is there that it supports
the wages of employees.

It is also hard to envision a significant industrial advantage vis-a-vis other coun-
tries derived from more university research, when a large fraction of graduate stu-
dents in science are from Asian countries and who return home after obtaining their
advanced degrees. Understand, too, that the great global companies Intel and Micro-
soft have research centers in leading universities and are well positioned to spread
the lgtest research to their labs and development sites in other countries around the
world.

Proposals of this sort about education and R&D can be helpful. But they can also
be harmful if they create the mistaken belief that these measures alone can deal
with the problem.

Another class of suggestions points to the U.S. infrastructure, correctly observing
the crumbling bridges, crowded airports, and the inadequate broadband, which re-
stricts the bit traffic of the future. Again, addressing these domestic needs is worth
doing as it does add to U.S. productivity across the board.

The main thrust of this testimony, however, points to the divergence of company
goals, focused almost exclusively on profit, and the broader goals of greater GDP
and less inequality in the United States. Therefore, we need to turn our attention
not only to the familiar suggestions I have just listed, but also to the issue of better
aligning corporate and national goals.

Aligning Country and Company

Some Asian countries, for example Singapore and China, have national strategies
aimed at the rapid increase of their GDP. As past of that strategy they align cor-
porate goals with their national goals. They have made it profitable for foreign
(often U.S.) corporations to create high value-added jobs in their countries. They do
this by offering tax and other incentives that make it profitable for corporations to
locate high value-added jobs in their countries.

We need to consider a U.S. national economic strategy that includes incentives for
companies to have high value-added jobs in the United States. If we want high
value-added jobs, let us reward our companies for producing such jobs—whether
they do that through R&D and advanced technology, or by just plain American inge-
nuity applied in any setting whatsoever.

The Asian countries have done this usually by individual deals with individual
companies. We have neither the tradition nor the knowledge nor the inclination in
the U.S. Government to do that. An approach that is better suited to what the
United States can do, would be to use the corporate income tax. We have already
used the corporate income tax to spur R&D, so why not apply it to directly reward
what we are aiming at—high value-added jobs.

For example, the corporate tax rate could be scaled by the value added per full-
time employee, by the workers of corporations operating in the United States. A
company with high value-add per U.S. employee would get a low rate, a company
with low value-add per U.S. employee would get a high rate. This tax could be made
revenue neutral by having a high tax rate for unproductive companies and a low
(or even negative) tax rate for productive companies. Depending on the rates, it
could be as strong or as weak an incentive as desired. This is quite doable, as value-
add is measurable. It is measured today in Europe as the basis for the value-added
tax.

Critics may say that our national economic strategy is, in fact, to leave markets
alone and take whatever free markets produce. They may also suggest that this is
the best possible economic strategy. But “free market” is not a single, simple con-
cept. Do we mean free markets with or without anti-trust laws, with or without
child-labor laws or with or without the ability for labor to organize? Do we mean
free markets that do or don’t have access to government sponsored research, etc.,
etc.? The presence or absence or degree of these restrictions or abilities will produce
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very different results, all coming from “free markets”; as will different tax policies
or special loans for special industries, and so on and so on.

On the subject of government incentives, a present day General Electric CEO Jef-
frey Immelt recently stated:®

If the U.S. Government “wants to fix the trade deficit, it’s got to be pushed,”
he said. “GE wants to be an exporter. We want to be a good citizen. Do we want
to make a lot of money? Sure we do. But I think at the end of the day we've
got to have a tax system or a set of incentives that promote what the govern-
ment wants to do.”

On Inequality

In this part of my testimony I have discussed mainly total GDP. But we have seen
that who benefits from GDP is important too and that globalization affects the dis-
tribution GDP of wealth as well as the total GDP.

So far I have discussed mainly increasing GDP. But there is also the question of
extreme inequality, the concentration of wealth and power, and the influence over
government that goes with it.

To reduce the natural forces working toward extreme inequality we should obvi-
ously consider what can be done through taxes, individual or corporate, but also con-
sider charters for corporations that require consideration of other factors than profit
maximization. Today in the United States, a Delaware-chartered corporation gives
nothing in return for its charter. It is interesting that Theodore Roosevelt saw the
role of corporations quite differently from the current Delaware perspective. Roo-
sevelt’s agenda was to control and regulate corporations in the public interest.
“Great corporations exist only because they are created and safeguarded by our in-
stitutions,” he stated in his 1901 State of the Union Message. “And it is therefore
our right and our duty to see that they work in harmony with these institutions.”

We have an interesting mild precedent for broadening the goals of corporations
in the British Corporations Law of 2006. This law is explicit in allowing directors
to consider employees, the community and many other factors in their decisions.
Many U.S. states have in recent years passed similar statutes, but they have had
little impact so far on the actions of corporations.

Controlling Our Own Destiny

To obtain the benefits of trade in the narrow sense we need free trade. This
means, in particular, that we need to address the major distortions in the market
caused by the systematic mispricing of Asian currencies and other mercantilist prac-
tices. If we do not have a free market in currencies we cannot claim that the bene-
fits of free trade are being achieved.

If the imbalance of trade continues there is nothing to stop the current trend of
selling off pieces of the United States to Sovereign Wealth Funds to balance the im-
port of underpriced foreign goods. There would also be nothing to prevent U.S. com-
panies from leaving the country, and, working from abroad, continuing to send in
goods and services thus exacerbating the imbalance and weakening the productive
capabilities of the country. On the other hand, if trade is balanced, the value of
goods imported is matched to the value of goods exported from the country; and
those goods and services are provided by corporations that comply with the U.S.
standard of what a corporation should be. Balanced trade therefore is necessary if
we are to control our own economic destiny.

Again, there is a litany of approaches to balancing trade ranging from jawboning
to tariffs. One simple approach advanced and advocated by Warren Buffet, however,
could really make a difference. It is well described in his 2003 article in Fortune.”
This approach, in contrast to import quotas or tariffs aimed at imports from par-
ticular countries, creates a free market in import certificates. It would balance trade
and would give us control over own economic destiny. Since the import certificate
approach is a major departure from the past it should be introduced gradually. But
we should take this approach seriously. In fact, a bill based on the Buffet approach
has been introduced into the Senate by Senator Dorgan and Senator Feinstein.

Conclusion

We live in a world of rapid technological change. That change has made possible
a degree of globalism in economic development that was previously not possible. In
so doing it has strongly accelerated the emerging gap between the goals of global

6 See Interview in Reference 10.
7Reference 11.
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corporations and the aspirations of the people of individual countries. This is true
not only in the United States but also in less developed countries. Even when
globalization increases a country’s wealth, which it does not always do, most of the
gains are going to a thin upper crust, and the bulk of the people do not participate.

We need to change this and better align the goals of corporations and the aspira-
tions of the people of our country. This is not an idle dream, the growth we had
in America in the decades after WWII and before 1970 was both rapid and well dis-
tributed. Americans of almost every stripe benefited.

To do this today we must realign the interests of global corporations with those
of the country. We have given a few examples of changes that could push in that
direction. However, much more thought is needed in that direction. If we look we
will find more and better ways to do this.

In addition, in a globalizing world where nations pursue their own interests with
mercantilist policies, we must balance trade if we are to control our own destiny.
Fortunately, there is at least one way to do that, the Buffet proposal.

There are many things we can work on to make the United States a stronger na-
tion. Let us clear our vision and start now.
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BIOGRAPHY FOR RALPH E. GOMORY

Ralph E. Gomory is a Research Professor at the Stern School of Business of New
York University (NYU) and is President Emeritus of the Alfred P. Sloan Founda-
tion.

Dr. Gomory received his B.A. from Williams College in 1950, studied at Cam-
bridge University and received his Ph.D. in mathematics from Princeton University
in 1954. He served in the U.S. Navy from 1954 to 1957.

Dr. Gomory was Higgins Lecturer and Assistant Professor at Princeton Univer-
sity, 1957-59. During this period he invented the first integer programming algo-
rithm. He joined the Research Division of IBM in 1959, was named IBM Fellow in
1964, and became Director of the Mathematical Sciences Department in 1965. In
1970 he became IBM Director of Research with line responsibility for IBM’s Re-
search Division. Under his leadership the Research division made major contribu-
tions to the computer industry, such as the invention of the Relational data base,
and also won two Nobel Prizes. Dr. Gomory became an IBM Vice President in 1973
and Senior Vice President in 1985. In 1986 he became IBM Senior Vice President
for Science and Technology. In 1989 he retired from IBM and became President of
the Alfred P. Sloan Foundation. Under his leadership the foundation pioneered in
on-line education and supported major scientific efforts such as the Sloan Sky Sur-
vey and the Census of Marine life. In December 2007 he became President Emer-
itus.

Dr. Gomory has served in many capacities in academic, industrial and govern-
mental organizations. He is a member of the National Academy of Science, the Na-
tional Academy of Engineering, and the American Philosophical Society. He was
elected to the Councils of all three societies. He was a Trustee of Hampshire College
from 1977-1986 and of Princeton University from 1985-1989. He served on the
President’s Council of Advisors on Science and Technology (PCAST) from 1984 to
1992, and again from 2001 to the present. He served for a number of terms on the
National Academies’ Committee on Science, Engineering and Public Policy
(COSEPUP) and is presently a member of the National Academies Board on Science
Technology and Economic Policy (STEP).

He has been awarded eight honorary degrees and many prizes including the
Lanchester Prize in 1963, the John von Neumann Theory Prize in 1984, the IEEE
Engineering Leadership Recognition Award in 1988, the National Medal of Science
awarded by the President in 1988, the Arthur M. Bueche Award of the National
Academy of Engineering in 1993, the Heinz Award for Technology, the Economy and
Employment in 1998, the Madison Medal Award of Princeton University in 1999,
the Sheffield Fellowship Award of the Yale University Faculty of Engineering in
2000, the International Federation of Operational Research Societies’ Hall of Fame
in 2005, and the Harold Larnder Prize of the Canadian Operational Research Soci-
ety in 2006.

Dr. Gomory has been a director of a number of companies including the Wash-
ington Post Company and the Bank of New York (now Bank of New York—Mellon).
He is currently a director of Lexmark International, Inc., and of two small start-
up companies. He was named one of America’s ten best directors by Director’s Alert
magazine in 2000.

In recent years, while continuing his mathematical research, he has written on
the nature of technology and product development, industrial competitiveness, tech-
nological change, and on economic models of international trade. He is the author
of a 2001 MIT Press book (with Professor William J. Baumol) on conflicts in inter-
national trade.

Chairman MILLER. Dr. Blair.

STATMENT OF DR. MARGARET M. BLAIR, PROFESSOR OF LAW,
VANDERBILT UNIVERSITY SCHOOL OF LAW

Dr. BLAIR. Thank you. I knew to turn his on, I just didn’t know
to turn mine on. Thank you, Mr. Chairman, for the opportunity to
speak to your Committee today. I am Dr. Margaret Mendenhall
Blair. I am an economist, and I am also a Professor of Law at Van-
derbilt University Law School; and I specialize in corporate law,
corporate finance, and corporate governance.

What I want to speak to you today about is a question that has
to do with the fiduciary obligations that corporate directors have,
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by law, in this country. In particular, I want to address a claim
that is often made in the press, and by members of what a Dela-
ware Court judge has recently called the “corporate governance in-
dustry.” This is the claim that corporate directors have a legal duty
to maximize share value or maximize profits, if you want to think
of it in those terms.

What I hope you will take from my testimony today is that this
claim is, at best, a misleading overstatement; and at worst, this
claim is false, but is often asserted as a weapon to try to persuade
corporate managers and directors that they should take actions
that benefit a particular group of shareholders of a given corpora-
tion, regardless of whether those actions may impose high costs on
creditors, employees, the communities where the corporations oper-
ate, or other stakeholders, or sometimes even on the long-run abil-
ity of the corporation itself to compete effectively for market share,
or to develop the next technology.

Let me begin with an indisputable legal fact: There is no statu-
tory requirement in the U.S. that corporations must maximize prof-
its or that directors are responsible for maximizing share value.
The Model Business Corporation Act, Section 3.01 says simply,
“Every corporation has the purpose of engaging in any lawful busi-
ness unless a more limited purpose is set forth in the articles of
incorporation.” That is it. That is all it says about what the goal
of corporations is.

Delaware Corporate Law just says that a corporation “may be .

. organized under this chapter to conduct or promote any lawful
business or purposes.” State statutes assign all powers to act for
a corporation to its board of directors, but do not in any way pre-
scribe how directors are to carry out this task.

Courts recognize that directors and managers must have very
broad discretion to balance competing interests in a business enter-
prise because business decisions are often very complex. Courts fur-
ther recognize that they should not be making business decisions
for directors, or interfering in the actions that directors take in
good faith. This legal doctrine is called the “business judgment
rule.” What this means is that directors are very rarely found in
breach of their duties unless they engage in blatantly self-dealing
behavior.

Now, I by no means intend to suggest today that in today’s world
corporate directors and managers are not under significant pres-
sure to find ways to increase share value, sometimes even at the
expense of the long-run performance of the company. But let me be
clear that this pressure comes from the media, from shareholder
advocates, from financial institutions in whose direct interest it is
for the company to get its share price to go up, and from self-im-
posed pressure created by compensation packages that provide
enormous potential rewards for directors and managers if stock
price goes up. And by the way, those compensation packages also
impose very little downside cost on the managers or directors if, in
their attempt to goose the company to get share price to go up, it
should not work out and the stock price declines. This means that
managers and directors often have huge incentives to cause their
companies to take very big risks in their effort to achieve higher
share prices.
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These pressures might be alleviated with certain policy actions
that this body and/or other regulatory bodies could, in theory, take.
In Britain, for example, the British Companies Act of 2006 explic-
itly codified what most lawmakers believed had already been the
rule under case law in Britain, and it provides that directors have
duties to multiple stakeholders. A change in the tax rules, for an-
other example, might reduce the current tax preference given to
compensation packages that are based on stock options and that
makes those stock options so much more attractive than other
forms of compensation.

In sum, decisions by managers and directors of U.S. corporations
to choose investment strategies that may be profitable in the short
run, but that sell our country short by moving value-creating ac-
tivities offshore, are decisions that those managers and directors
must take personal responsibility for. These decisions are not in
any way mandated by law.

[The prepared statement of Dr. Blair follows:]

PREPARED STATEMENT OF MARGARET M. BLAIR

Thank you for the chance to speak to your Committee today.

I am Dr. Margaret Mendenhall Blair. I am an economist, and a Professor of Law
at Vanderbilt University Law School where I specialize in corporate law, corporate
finance, and corporate governance.

I want to speak to you today on a question about the fiduciary obligations that
corporate directors have, by law, in this country. In particular, I want to address
a claim often made in the financial press, and by members of what a Delaware
Court judge has recently called the “corporate governance industry.”?! This is the
claim that corporate directors have a legal duty to “maximize share value.”2

What I hope you will take from my testimony today is that this claim is, at best,
a misleading overstatement. At worst, this claim is simply false, but is often as-
serted as a weapon to try to persuade corporate managers and directors that they
should take actions that benefit particular shareholders of a given corporation, re-
gardless of whether those actions may impose high costs on creditors, employees,
the communities where corporations have their operations, or other stakeholders, or
sometimes even on the long run ability of the corporation itself to compete effec-
tively for market share, or to develop the next technology.

Let me begin with an indisputable legal fact: There is no statutory requirement
in the U.S. that corporations must maximize profits, or that directors are respon-
sible for maximizing share value. The Model Business Corporation Act, 83.01 says

1Leo E. Strine, Jr., Toward Common Sense and Common Ground? Reflections on the Shared
Interests of Managers and Labor in a More Rational System of Corporate Governance, 33
JOURNAL OF CORPORATION LAW 1, 1 (2007) at 5, (describing the “Corporate Governance
Industry” as “the strange admixture of public pension fund administrators, proxy advisory and
corporate governance ratings organizations, corporate law scholars, and business journalists,
who profit in monetary and psychic ways from corporate governance tumult.” Strine is Vice-
Chancellor of the Delaware Chancery Court. He further adds that “to say these folks profit from
tumult is not a normative argument; it is a positive claim.” Id.

2In a recent article in FOREIGN AFFAIRS, for example, Robert Reich asserted that we can-
not rely on corporations themselves to change the rules of the game that are driving them to
lay off employees, cut wages, and move production overseas. “Corporate executives are not au-
thorized by anyone—least of all by their investors—to balance profits against the public good,”
he claimed. Robert B. Reich, How Capitalism is Killing Democracy, FOREIGN POLICY, Sep-
tember/October, 2007. Typical of the share-value maximization rhetoric in the financial press
is this quote from a financial analyst discussing Yahoo’s recent decision to turn down an acquisi-
tion offer from Microsoft: ““While Yahoo!’s board has a fiduciary duty to maximize shareholder
returns, running the risk of derailing a deal is dangerous to Yahoo! shareholders,” said Jefferies
analyst Youssef Squali.” Zachery Kouwe and Peter Lauria, Board Bucks Yang, NEW YORK
POST, Feb. 15, 2008, available at http://www.nypost.com/seven /02152008 /business/
board _bucks _yang _97797.htm. Similar claims are repeatedly made in conversations about
Yahoo’s recent rejection of Microsoft’s bid on blogs that follow those companies. See, e.g., Isn’t
Yahoo! Management Supposed To Work For Its Shareholders? posting by Timothy Lee to
TechDirt Blog http:/ /www.techdirt.com /articles /20080304 /192104440.shtml (Mar. 5, 2008
10:24 a.m.). (“If I were a Yahoo! shareholder, I'd be pretty unhappy that things are being framed
that way. Yahoo! management has a fiduciary responsibility to me, the shareholder, to maximize
the value of my investment.”)
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simply, “Every corporation . . . has the purpose of engaging in any lawful business
unless a more limited purpose is set forth in the articles of incorporation.” Delaware
Corporate Law just says that a corporation “may be . . . organized under this chap-
ter to conduct or promote any lawful business or purposes.”? State statutes assign
all powers to act for a corporation to its board of directors, but do not in any way
prescribe how directors are to carry out this task.4

Case law, which, in the U.S. is mostly made in the courts of the State of Dela-
ware, also does not require share value maximization, except in one very narrow
circumstance: When, in the course of buy-out negotiations, it becomes inevitable
that a corporation will be sold, the Delaware Supreme Court has said that directors’
duties then change “from defenders of the corporate bastion to auctioneers charged
with getting the best price for stockholders at a sale of the company.”5 Note that,
implicitly at least, this formulation of the law accepts the proposition that directors
may in all other circumstances act to preserve the long-run viability of the corpora-
ﬁoﬁl itself, even if other actions might be more immediately rewarding to share-

olders.

To be sure, courts often note that directors have a duty to act in the best interest
of “the corporation and its shareholders.”® In theory, and sometimes in practice,
these interests coincide with one another.” But not always.® For this reason, courts
have always interpreted the mandate to act in the “best interest of the corporation
and its shareholders” very broadly, to give directors wide discretion.? Moreover, in
applying this mandate, courts implicitly or explicitly recognize that the corporatlon
is a separate entity from its shareholders, and that directors’ duties normally run
to the corporation first. (My colleague Prof. Bruce Scott will say more about the im-
portance of the corporation being a separate legal entity, and I have written about
the historical importance of this feature of corporate law.10 I would be happy to
elaborate on this point if this committee wants to hear about this.)

3DGCL §101(b).

4“All corporate powers shall be exercised by or under the authority of the board of directors
of the corporation, and the business and affairs of the corporation shall be managed by or under
the direction . . . of its board of directors.” MBCA 88.01(b). “The business and affairs of every
corporation organized under this chapter shall be managed by or under the direction of a board
of directors. . . .” DGCL §141(a).

5Revlon v. MacAndrews & Forbes Holdings, Inc., Del 506 A.2d 173 (1986).

6“In carrying out their managerial roles, directors are charged with an unyielding fiduciary
duty to the corporation and its shareholders.” Smith v. Van Gorkom, 488 A2d 858 (Del. 1085).
Directors “are charged with an unyielding fiduciary duty to the corporation and its share-
holders.” Guth v. Loft, Inc., 2 A.2d 225 (Del. Ch. 1938), aff'd, 5 A.2d 503 (Del. 1939).

7Law and economics scholars have claimed that, since shareholders are understood to be the

“residual claimants” in corporations, maximizing value for shareholders should be equivalent to
maximizing total wealth created by the corporation. See Margaret M. Blair, OWNERSHIP AND
CONTROL: RETHINKING CORPORATE GOVERNANCE FOR THE TWENTY-FIRST CEN-
TURY, Brookings, 1995, at 227, for a discussion of this line of economic argument.

8Finance theory makes it clear that shareholders can be made better off at the expense of
other corporate participants by shifting risk onto them. Because shareholders may not be held
liable for corporate debts (a protection granted to shareholders under the corporate law doctrine
known as “limited liaiblity”), share value can be increased if the corporation engages in highly
risky ventures, where shareholders have a chance for substantial gain if the venture works out,
but most of the cost of failure falls on creditors.

9In a classic case establishing the relevant legal doctrine, shareholders of the Chicago Na-
tional League Ball Club Inc., which owned the Chicago Cubs, sued directors on grounds of neg-
ligence and mismanagement because they would not install stadium lights in Wrigley Field so
that the Cubs could play night games. See Shlensky v. Wrigley, Illinois Appellate Court, 1968,
237 N.E.2d 776. The court dismissed the complaint for failure to state a claim. See Margaret
M. Blair and Lynn A Stout, A Team Production Theory of Corporate Law, 85 Virginia Law Re-
vzew 247 (1999), noting that a series of court decisions in the mid- to late-20th century have

“allowed directors to sacrifice shareholders profits to stakeholders’ interests when necessary for
the best interest of the ‘corporation.” “ Courts, for example, have sanctioned directors’ decisions
to expend corporate resources for charitable purposes, to avoid risky undertakings that would
increase profits at the expense of creditors, and to fend off corporate takeover bids that threat-
ened to harm employees or the community. Id., at notes 140-148 and surrounding text.

10 Separate entity status for the corporation serves a crucially important economic function:
it allows the corporation to hold assets in the name of the corporation over an indefinite time
period, so that, unlike what would happen under default rules of partnership, the assets of a
corporation will not be broken up and distributed when a shareholder dies or becomes insolvent
or wants to re-deploy her wealth. The shareholder is instead free to sell her shares, but she
cannot force dissolution of the corporation itself. The ability to keep assets invested in an enter-
prise for an indefinite time was critical to the development of the railroads, and other businesses
that required long-lived specialized capital investment. For an extensive discussion of how these
rules developed under corporate law in the 19th Century U.S., see Margaret M. Blair, Locking
In Capital: What Corporate Law Achieved for Business Organizers in the Nineteenth Century,
51 UCLA LAW REVIEW, 2 (2003), 387.
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Courts recognize that directors and managers must have very broad discretion to
balance competing interests in a business enterprise because business decisions are
often very complex. Courts further recognize that they should not be making busi-
ness judgments for directors, or interfering with actions directors take “in good
faith.” 11 This legal doctrine is called the “business judgment rule.” 12

What this means is that directors are very rarely found in breach of their duties
unless they engage in blatantly self-dealing behavior.

I by no means intend to suggest here that, in today’s world, corporate directors
and managers are not under significant pressure to find ways to increase share
value, sometimes even at the expense of the long run performance of the company.13
But let me be clear that this pressure comes from the media, from shareholder advo-
cates and financial institutions in whose direct interest it is for the company to get
its share price to go up, and from the self-imposed pressure created by compensation
packages that provide enormous potential rewards for directors and managers if
stock prices go up. And by the way, those compensation packages also impose very
little downside cost on managers or directors if stock prices decline, which means
that managers also often have huge incentives to cause their companies to take very
big risks in their efforts to achieve higher share prices.

These pressures might be alleviated with certain policy actions that this body and/
or other regulatory bodies could, in theory, take. In Britain, for example, the British
Companies Act 2006 explicitly codified what lawmakers believed to be the rule
under their case law, which provides that directors have duties to multiple stake-
holders.1* A change in the tax rules, for another example, might reduce the current

11 A classic statement of this position is the court’s opinion in Shlensky, supra note 7 (“We
are not satisfied that the motives assigned to Philip K. Wrigley, and through him to the other
directors, are contrary to the best interests of the corporation and the stockholders. For example,
it appears to us that the effect on the surrounding neighborhood might well be considered by
a director who was considering the patrons who would or would not attend the games if the
park were in a poor neighborhood. . . . By these thoughts we do not mean to say that we have
decided that the decision of the directors was a correct one. That is beyond our jurisdiction and
ability. We are merely saying that the decision is one properly before directors and the motives
alleged in the amended complaint showed no fraud, illegality of conflict of interest . . . we feel
that unless the conduct of the defendants at least borders on one of the elements, the courts
should not interfere.” See also In re Caremark International, Inc. Derivative Litigation 698 A.2d
959 (Del. 1996) (“Whether a judge or jury considering the matter after the fact, believes a deci-
sion substantively wrong, or degrees of wrong extending through ‘stupid’ to ‘egregious’ or ‘irra-
tional,” provides no ground for director liability, so long as the court determines that the process
employed was either rational or employed in a good faith effort to advance corporate interests.”
(emphasis in original))

12See e.g., Aronson v. Lewis, 473 A.2d 805 (Del. 1984), at 812 (“The business judgment rule
is an acknowledgement of the managerial prerogatives of Delaware directors under Section
141(a). It is a presumption that in making a business decision the directors of a corporation
acted in an informed basis, in good faith and in the honest belief that the action taken was
in the best interests of the company. Absent an abuse of discretion, that judgment will be re-
spected by the courts.”)

13 Numerous shareholder proposals filed with the SEC, seeking to urge or compel directors to
take certain actions, including selling off divisions, paying special dividends, or accepting a take-
over offer from another company, justify their proposal on the grounds that the action would
“maximize share value.” See, e.g., Schedule 14A filed with the Securities and Exchange Commis-
sion by Wisconsin Central Shareholders Committee to Maximize Value, SEC File 0-19150, Oct.
23, 2000, announcing a proxy fight against directors of Wisconsin Central Transportation Corp.
(“Edward A. Burkhardt, former Chairman, President and Chief Executive Officer of Wisconsin
Central Transportation Corporation (NASDAQ:WCLS), today announced the formation of a com-
mittee to improve company performance and to maximize share value.”). Available at htip://
www.secinfo.com | dsvRs.55Wm.htm

14(1) A director of a company must act in the way he considers, in good faith, would be most
likely to promote the success of the company for the benefit of its members as a whole, and
in doing so have regard (amongst other matters) to-

(a) the likely consequences of any decision in the long-term,

(b) the interests of the company’s employees,

(c) the need to foster the company’s business relationships with suppliers, customers and others,
(d) the impact of the company’s operations on the community and the environment,

(e) the desirability of the company maintaining a reputation for high standards of business con-
duct, and

(f) the need to act fairly as between members of the company.

Companies Act 2006, c. 46, 8172, available at htip://www.opsi.gov.uk/acts/acts2006/
ukpga 20060046 _en _13#pt10-ch2
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tax preference that makes compensation packages based on “stock options” so at-
tractive relative to other approaches to executive compensation.1

In sum, decisions by managers and directors of U.S. corporations to choose invest-
ment strategies that may be profitable in the short-run, but that sell our country
short by moving value-creating activities offshore, are decisions that those managers
and directors must take personal responsibility for. These decisions are absolutely
not mandated by law.

(I have some thoughts about how and why the notion that corporate managers
must maximize share value came to be so widely accepted in the last three decades.
But that is a longer story that I will not undertake to tell here unless the Com-
mittee wants to hear it. Instead I attach to this testimony a copy of Margaret M.
Blair, Shareholder Value, Corporate Governance and Corporate Performance: A
Post-Enron Reassessment of the Conventional Wisdom.” CORPORATE GOVERN-
ANCE AND CAPITAL FLOWS IN A GLOBAL ECONOMY, Peter K. Cornelius and
Bruce Kogut, eds., Oxford University Press, January 2003 Available at SSRN: Attp:/
/ssrn.com | abstract=334240)

15For a general discussion of how stock options receive favorable tax treatment, see Shevlin,
Terry J. and Hanlon, Michelle, Accounting for the Tax Benefits of Employee Stock Options and
Implications for Research (April 2001). University of Washington Working Paper. Available at
SSRN: http:/ [ ssrn.com [ abstract=271310 or DOI: 10.2139/ssrn.271310
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uthes balenco prossures from finenclal mackers for high stock returns against the need
Tee Jervg-Demi insesDivards i irmcsoadon, cusbermer and supplier rolafdors, hamean
resources, sustainable ervirommental perdormance, and good relations wieh their com-
mrunitles! How can bnvestors bave confldence that managers and directoers will pursue
the cight balance? Are teken s, for exsnple, good ar bad for corporste perdarmsnaos
and economic growth! More generally, what instttutional arrangements are needed to
encanirage the Fight autcoems?

ﬁthﬂmhnﬂyddmrdthbd’thrﬂﬂhrnﬂtMMthrqrﬂ
i (Blarir, 1595}, These twaes wiewas weere first frarmed during the debate thae took plaoe
in the Unived Seazes in the 1980k and early 19590 abour boarile mkoovers. and levemged
Punyenurs. O sl arguissed thon LIS eorporstions haed teconme G and by bicinss cor
porate exscutives were bullding empires instesd of imvesting only in those prajects that
added valis for sharehalders.® By this view, beeribe takoovers and leveraged buyouts weeo
ke riechanisne by swhich financisl rrerkets weee trying, o mpose some fnsncis] disct
jplire on carparate executives they remaved exeouthves of poorly perfarming canmpa-
nbis [Pategua, 1086; Maorck, Shiegfer, and Visheny, 15884, 1988k, 118D Martin and
MeCoammet, 19911 theny forced their replacernents to pay out birge smounts of cash o
i thes foorm oof distet service (Jermen. 1566, 19880 and they tied the compensation of exec
wthees In the rearganized firm bo sock prioe performance through compensation peck-
apgess besscd weith ek and gack optiens. [Jersen, 1986, 1589 [ierall, Brickiey sl Mo,
15988 Baplsn and Seein, 15603),

The countervalling view was chat the ublguitous threat of hostile tabeovers in the
1580 vl catbwer Firecial proessares Tomoed comporate sxecid bas 1o rarsge lor shor-
term sochk price performance, and prevented them from developing and mplemern-
Ing Innovative strategkes For long-term geowth [eein, TIES; Tuentkeh Contury Fund,
15482 LIS GAD), 1993), By this view, firencial rarket pressures for shact-term sock
price increases belped b esplain wihy 1S corporations were falling bebord foretgn oo
jpetkors lnmajor inchusiries, suchias steel, sucomobiies, corsuemesr elecoronics, and somd-
comductors {Derraumas, Lestor, arel Sobeae 158890 The remedy, scoarding 1o prope-



33

Coimmmer § Seaaisioi ik Vain, Corsosati Govil harici, aoits U osioram Pissoauio 4]

viwris ool Dhs view, wvess Tow Large Tironcial iretinutins o Tabe kng-Tedm scakos in corm-
jamins, s prenckle i |_-;|;|1|||' [F:rrlur. 1!]92].

Fram wery earhy in the debate, the financial market discipline vies: prevailed
among mest economists and Fnancil and legal scholars, Firance theociss develaped
w cornpelling thecnwtical argernent o suppsant This '-'Iuw-TI'Iu}' argrec] thal the cordral
prablem of carparate governance wes 3 "principsl sgent” problem! how bo get cor-
parate mansgers toact w keyal and commiitted "agents for the sharehalers or "own-
By of corparstions Lluﬂnl.nd Mechlhg 19767 Farma and Jnm:tﬂ. JHH-:I:.].’Ih- o
callled market for corporate cantrol, through which financlal mvestoes could remave
pocely performing managers, was viewsd as a kelpful, even recessary part of the
srrangernents that refgned in potentially weypward mansgemens. (lensen, 1086; Shefor
wned Wishay, 1588 Advocaes of this view prodsced vohindnous evidonces that the ek
o lees ol eornparnics rocss when thiy Became 3 target of a hostile takecrsern, anel the Gua
of higher stock prices was taken i proal that the acquiner expected to mange the
mrgnmhsnm-ﬂlﬂmdylhnuhthg_mmgmm:.'

Musmatile, sorees the gl th colligee and boeakig of th Seden Diien in
the warty | 900k sernes fes porove thet copritadiom b wen sgaimt sacialiam, lercling cred
thilry i geners to srgurnents thet mackets always allocate resources more efficiently
than bureaucracies. s in partioubr, that Financil market discipline was » oriticall com-
pomnent of good corporate govermance, Viestern achisers rushed to transtiion countries
voeell thern: that, H they wanted to mabe their incustrial emoerprises competithe inworkd
miarkerts, they nesded oo sell controd rights over those enterprises oo (inancial vesors,
aril put in place the nstinnional supports 1o create and sustaln markets inwhich the
clatms and comrod rights coudd be traded (soe, for example, Black and Frodonen, 19696].

A the 19905 unfalded, the Untted Seates pulled out of the recesston of 1992
and o the langes poscirine exparrian by thi country's itory. This espansion, led
I%y the deamatie gaowth in Enesiment @ elecomrmnications, sabwene, biotecbeool-
gy, el Che .||H|l-|-||.ull'1-&|7u|-:| [0 prerses Thist UI’_."_ frarscdal maarkeds, Far Tram Bednig
focusesl cnly om the shark term, were guite capabile of directing rescurces be long
term, Anneraktve venbures, s well a3 scdapting quickly in respome to changes inthe
eronomic environment, Hmﬁﬂr.mhhth]w 1r!:|EI.I.'l:|:Iﬂ.I1ﬂm
slernd b s crew].

Al af these developments provided suppart and vindication for the: financil
marteet discipline scthocates—ao much so, that there seemed Lretle left 1o debate, In
the Unived Seaces and Brivain, all bus a handful of scholars and policymabers snd a few
hoddous in the bbor mevernem: sdopted the view that the approprlace goal of cor-
prorate governarcs B the masimibzstion of sharehodder vabuoe, and chat the sy o achine
this & to glve increasing conral ove conparetions to fnancel veaors, By te ke
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Lk, ehis vk wems. biscpmbng Fnaee and meone prosmlnent i Burope and Japan, and in
craredion and diveloplng cowtries s well

Thiss cormventionsl wisdoem, that sharehodder value should be this séagle, guiding
principle of corporate governance, awl that, to suppoert this goal. enhanced vestar
contral and oversight shoukd be encouraged, has s mmber of assumptions and beliefs
berhind it, and tmplications that flow from &, thet bear closer examinston, The nex

section subjects these assumpe ions and implications o careful anadysis.

A CLOSER LOCK AT THE SHAREHODLDE RYALUE PRIMCIPLE
The sharehalder valus principle of corporte governance Incorporates o impliss
thi: Eollowdng sot of fundameral beliefs:

= Mlasinizing valie for shareholdess & the cight seclsl goal foe corporations
L 1 B edpuivalent to masimizing D cveradl wealth Eeing crvated Ly a

CEH pRH A .

* Financial markets doa good job of sssssing the irue value of fimncial secu-
rittes such as common sock. Hence sock price pecformance 15 the best
mieasure of value belng created foc sharebolders.

# Manirnizing share vidue also bedps 1o disclpline mansgars becaise it bnohes
Iwldirg theen accountshle for a single metric that, in theory, b forwerd
Leveshireg, Inl:mdm‘.-l:'g ethr merrics veoidd corfuse thirggs and sake i@ easlor
o Pasigers Te ise Chele posifioes 1o advancs thele oo eredls sallor
Chen Uhir e rests ol sharebalders,

. |'I-1anag¢n and directars will do a better job af maxtmilzdng share value f
they are glven high-povered Incentives in the form of compensatson pack-
#ges thed 10 sock price performance, such as stock opelons.

& Fortha fuill disciplive of firanelal msrbosts 1o work, sutsde westars st b
frew 1o take contred of companies b kol oo, and vansgers and
e Dors vl mal B alide Do ecrane s therrcehves by puating g s
trabile harriers to such traresctions,

* Except perhaps for 3 few lows that make it caster for memsgers bo try to
deter takeonvers, L% corporate L generally requires sharehalder primacy,
And, becass it works so woll in the United Scates, athor courries should
alser adopt sharebalder grimesy reglives

L5 cormider mach of chese bolials b turn.
Evorpons i bettor off # share ek i masiesrod

Ts bwslhidf that ssocimizbng sbhare vahe s i brosder soeial gresd s
it B oquivalent o wasimiling the toval vahie croabed by a oor poratsen derives Enare a



35

Crurmne ¥ Sammsimees dace, C L. o, ane L wam Fexrcmusios 1

thwsarsy of the firrm ackapled bn Fircos Chesorists and ligsl sholss i che 1380, b which
& firm I3 undlerstood ro be a nexus of contracts” ™ The theory highlighes the nature of
relaticrrdips underving the firme—that B, enong meagens, smployes, supplsens, cus-
tomers, creditars, and sharehoklers, But proponents. of the theory argue that the reb-
thrmhips of all of the firm s particpants o the fiom, excep for thoss of darshalders, are
governed by comraces that spectfy what each party 15t do, snd what sach party shoold
gt b rwture, The sbemebitdirs e is v b the Sresiceisl clabmant ™ they are not enti-
tled po a Fwed smount, boe are to et what &8 left over after all other participanes bove
recedvecd what chey s comractuslly emitled 1o recet [Fagerbroak and Freched, 1001).
If the clamns of all aiber particpants e Rully protectsd by ooniren, soonding o e
livghe af this theary, then maxtmizng what bs left over for sharcholders & squivalent to
iaciaing The slee of the whoke et

Sirictly spraking, the “nexs of coniracts” moded of the corporstion implies that
corporations beve no “owers i the traditional sense of that term. since no ore can
crovn the “nesus” through which they all engage with sach ather, But, shareholder value
mhocates arguie, sheerebrbdirs s as the resklual clairmaents, arel sl o certain oo
trol rights, %o, advocates believe, 1t b a useful, and not misleacting, shorthand expres-
s te call sharohoddirs the “owrmes.” The rhotorie of “oanarship,” howovar, subtly
redefines corporstions in terrs of the presumed propecty cights of one class. of partic-
lpants In the fiom, thereby adding a tome of moral superiarioy 10 the ke that corpora-
Lo shwaikd B g i e sobe inberes of dwesbabiiers, s coee that B nat enplisd by che
o= s of contracts. theory alone,

Tnm}'urtwﬂnhnmrhndﬁzrlmﬂm or ohserwed the ways that corpa-
CWTHCNS Con el s of thedr cosis onio employees, CUSTOMeTs, or The commi-
riities vbwrs they operate, the idea that moschmibeng sbore value s scpivaleng boomasd
mizing the total social value created by the firm seers obviousty wiong, B even from
pha porit el whas ol the Finanee Tleocst whe elopis & nesis of contracs porspective,
Finarce theory ksl demonstrates conclusively tht this idea & wrong, Fimnce theory
toaches i that the value of amy clelm on a flrmo s o funotian af the expectod fioa of
puryerserns to the holder of That cladn, sl the risk sssocited with the clakn. Will the
hoped-for payments actually be made? Wl they be as much as the chimant hopes, or
will the payments vary in siae over time! Will chey be made on time? Thus, i holders
of one type of clabm can shift risk onto halders of ciher types of clidns, the value of
the first type of clakm will be imcreased st the expense of the value of the other claims,

|rder corporate ki, sharcholders in LS corparations have what & called "lm-
el Mokl bvivodd Malsilivg 5 3 gl sleety i thue srssers (it the stacehedkb s will
nat be held personally lsble for debts for tort clatms)] of the morparstion, Thus share-
holders abways gain if the price of the stock goes up, but ther potentlal losses are lim-



36

i Coaroaate Govannasion ahp Capival Foms v 4 Gaopal Ecosossy

it o the denwmatde, bn effect, creditors snd other clasmants are bearing some af the
downside rish—they may be the anes who lose If the firm loses the gamibbe.

Thir segveen sscrencts tx puessiders af necfinsncil npes as el Carparate
employees, for examrple, rake imwestments i spectlized knoadecge s metveorks of
relaticerships needed m their jobs as vwell 3= in developing s reputaticn withan the Firm
far veockdng hard, Such imestments sre specific to the enterprise, and may be warth-
lieks £ oo o wrnipliospsers. 1 the Fiem does wall, the eniplogss hopss 1o bersel e Trom thesa
apeciilmred restments oeer the long term as the empkaee sarms promoetiooms and the
firm continues to pay sbickes, bomses, and retirement benedies (Blair, 1995),

Hence sl imvestors in corporstices share 1o somao degres of athes in the rik of
Vhee rptirpor e, il B s cifen poevsibalde (o make the holders of one ks of clalim fauch
as stock) better off o the expenss of holders of ccher claims oo the firm (such as debe
clatmns), simply by shifting risk. bn retraspect, this B what many of the most egregious
trarsections ot Enron were sctuslly abour while thoy sppeime 1o mov assets snd asso-
ckitied] Nabalivkes ol of Fraon 5 ook, i eechicing e cil b by Envon imesacs,
i Fact, the risk mesocisted with thoss asssts was being retatred by Enron through side
dieads that were not fully reporved [Bracwon, 202}, 5o, unbeknowre: 1o mes of Enron's
frwereatinrs, Fanron s eommnemen spoek was Beeorning dranuatically mose vishy dicing t
bt twes car e years before the firm filed for bemkruptoy protection, Substariz] risk
mlhﬁhh‘qdﬁdmmmpﬁrﬂ:andm'ﬁmmh rish of the sock,
it enlncidentally, mede Erran & ook option at e temposarily maeoe wlusbla. 2 B
Err smmsen i whi veere takirg s garmbles with corporate ssets bod, by chonce,
vt bl s Bt by veere phcing, they wenled rey be e mresre cearmatically
wezalthwy than they are. As it happens, they overplayed their hands, and when oeditars
disconerod honw risky thedr Inveszments in Enron acoually were, chay oot off all further
credtit b Ellnm.ﬁ.!'rlrmﬂr canriparry inbo enkigpicy procesdings. In the procss, vir-
tually all of the equity valse in the comparmy was lost, ultimately making the stock
opticns warthkess oo,

Thoe Faex theat sharohieslcbrs s asticn Besldiors <o aften b e better off st the
eiperee of credibors and srnplavees. and others with Fom-specific fimestments ot risk
I the cor poration means. that . nelther i theory nor in practice, & it true that masd-
milang the value of equity shares b the equivalons of madmieing the overall value cre-
abixd bwy this fires. M

Shareholder primecy schocstes aften srgue, noet hehess, that, in the long mn,
carparations will beve bo be falr with thelr credtoes, suppliers, employees, and ocher
“stakithoedders” In arder 10 ersuare that chaery il ecetiniee to participate & the enter-

i farmes, For wxample, Kersen, 2001}, In this wry, rnass it Ehe "hlﬂ vk of
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the ecquity shares will necessarily requine that the other sakebolders be compensabed
according to thelr expectations, s that in the "lorg ron, & cen still b tros thear mee-
it share value is ecpiivalen to maxdimizing total social vahes, To whatever extent
this argument is correct. &t can be resersed: 10 che long run, regardless of whose Ineer-
ests are consldered primany. a corpormation will heve o provide s sdequate return oo
sharoladkdors ard other raneis] wesnors oF imestors seill mor contires [o aspply cap-
ital o tiwes Firrm. bn theory, then. o corporate goal of masimizng lomg-run vabee for, sy,
armplovess, wauld also produce the masdmum seclal valus since all cehar stakoholders
well] T 12 Lo vt 1 wsmviaare thoeir Jowg v o teguation. ¥ 5o this in thee Jengg
run argumere falls bo rake o case that shareholders’ imteres should be ghen precedence
over ather legitimane Interess end goals of the cor poracion.

Toek prico rellect the true usdoeriyang vilus of tes ock

Tlhe. Ewliel that share p oes are & good easure of the stual valoe ol a B
ration to ks sharehalders is based on a fimancial theary known as the “efficient capital
markets hypothests,” This theory says that st amy potnt i time, § fimncia] markets are
diep and liguikd enceigh, the price for which & shere of soock trades s the bes saflable
e imabe al the frue undechving wuetl'l'tl'nml.rha'.n'!-ﬁhﬂ.lgh Firarce {kbeor st under
stand that this theary can never be proven, ™ they nonetheless coneirue 1o debate the
equasticen af e alfickeot cagrival maskots are. Chothe cmi hael, thieee s evidence that
market prices n US:tui:I-l.rr-iﬂ::mq:tmd\tn' qpuickly to good or bl news (Farma,
1508, On the other hand, there |5 also evidence that Ananclal markets as o whole go
thrcugh peeiohs ol Beorn sl Bt i vehic i, inotetnospect, iF Desconmes cliar thet siock
prices must have deviated substantially from their urderbying fundamenial vakoe, 17
Sane scholirs have argued char, in Facr, Ainancial markets respond ery quickly to for-
srabion that & easy to nterpeer, bur they respond 1o compls nformetion only sy
sy anel dmpeerfiecthy, 1 fnd s grording body of emprical work: in “behavieral s
auggests that financlal markets overreact, and that they are seceprible ta fads and band-
s Phisking that rsy allosw s ok peloss to ger hadly sur of line with reality Belor
enoagh irvestars will act o sell an overpriced stock, or buy an underpriced cne, o
cause the sock price 1o move back into line [m. foer wxmmiple, Farna, 1008: Shillar,
2K andd Shideifer, Em'-

The Fact that finenc il mackets overreact and do noe absorb complex informna-
tian guickly and correctly means that there & room for corporace Insiders 0 mandpu-
Late ek prrfcess by eedursbn g s ing sfoearion o the rmaskers, The axperhino
of the last tvr vears certainky suggests that insiders can soretimes use stock prices
1o ceviate wilckely froem the troe underlying value. But even when insicders are not ke
vionally mislisdling Che racket, they will profully Feas longwdedge that other rarkes
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frvestors de o b, el drerefore e reason i krenw shien o stock s market parbia
i ot of o with the underhvng realiny, That s why LS seourities b forbids mading an
“ibde informatkan,” although, the lissons of the st two yesrs mus surely inchde the
perrdnker Dloel irvdcbies iy seamedbrrmes Dradhe on dndoerestion Ce rnschoet chosss il vt Fonee,

Mansgers munt have & singlo msiric sgaimi shich b= mossurs their parformance

The argunreend s oommmionly schoeoed that clirectar s s mromsge s mouet be bnld
acooutahie for a simgle metric sach s sarcholder waloe, because othe radse they cannot
e el arcourtshle ot a0l In s cwn way, this argumen Is am admisson that the other
ratioena birs for shareholder primacy are bankrupt, ot that we should nonethedess e dham
walue 160 rrwsesare D peTormdncs off sorpoeate oificecs sl Beeciors Becaoss i 8 s
ple and sasy oo apphy, while other metrios are comphes, subtject tomandpulsiion by man-
agers, and inevitably Imvahve tradieoifs tha require subjective racher than objective judg-
wrwerat. Horn agalin, thi overas of Ve past o ysers shienild dsals s all of i of ary nation
ihwt share price is not a manipulsble mestcic, Whils & is trus that share prices respond to
nirw Informeation, sl perhaps even true that aver sy 5 oo L-year pericd share prices
aury choses v Hepuabed parbors vl tond, cm avorsge, 1o gefleet o troe uniderlying value af
a erspvation (whabenr Tl weers) T e run < b quits kg e lacive 16 thi fonarr
cial health of 3 ghven corporstion, which can change dramatically in 3 to 10 years,
Mearrahile, the damapge done In the short-run. whille the market 1s being focled, can be
mhhﬂ.h[ﬂh’rumu‘uﬂmphﬁ ks rrediovant, bt that it fs orssrly shmplisic—
in Eact, dangerousdy s, m | will argus below— o foous too much sttention on shere price
1o the exclusion af orther messres of corporabe and manegerial performanoe.

This bmportance of high-paossrosd ncentivo:

The belief that managers and directars should be compenmsited in seock and sock
aptiers in onder to create Egh- poasred ncentives Soe them to masimize share value
Teallleres raaturally From the sppaosch of ueng the ecorcmdsts’ madel of busran behavior
lumhwmw‘!rpmmmm:ﬁmnrtnuhmhtmdm et al ammmnp
tions about the way people work In groups. |.n|:lrﬂ-:u].l.r,p:rt-uf:h=|:-:|mer|:n1d i
dhoim e beisen thee direcbars and managers of companies will abweys make decksions in
wams Chat serve Ghebr ovsn pesGral rdecests urlbess They ane eitber tigitly imomitones] and
cormrained (which & costy, and ratses the question of who will mondor the montioes),
ar given very seang incerives o manage i che Inerests of share hoboers {e.g . Shiatfor
anad Wiy, 1 997). Thas gesrriboe sbaenit the oy ther vl werks hos bl 10 4 snall s
try of compensation consultants who heve scheised Firms o poy corparste exeouthes
and directors in stock aptions, 5o that they would be bighly motivaced o get the com-
pamy s sioch price toogo up. The problem has been that siock optians, as disoussed
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alarim, criste sk ncend s T oo uthvis—opiken hodckrs vin g i the sicek gees
up, bt they e not penalized i the stock price goes down. Furthermone, the models
used by the compensation oonsultants often prosice that IF the sodk price goes dioan,
i oo, shouild b papricad, or soscurivies o] be avardiad o lege nurmber of
acklitional aptions (wih o lower sirior peice) so ket thy will sgain b asll-mathaed
Ter o Ve sfeck pries Te gor o From whemner @ bt the thre {Gm..ﬂ]ﬂl]-

Thee result s been a verttable orgy of siock optian swards to CEDs and other
senior managers of US companies. [us 20 years ago. salary, berafes, and perdformance
tervisin Tvplcally acecontid far 65 pereant af TED) eornpermation, and sock opition
sgairm andl grangs no mere than 15 percent (Blaie, 15995, Toead CEO compensation was
abo, an average, sbout 42 thmes the earnings of the mversge factory worker, 2 By 2001,
tatal CED campensatian, of which sock option galns and new stock aptlon grants
acicmir@isd Tor rese Than 35|mr'uﬂ'i.“ Fusal Basllascwnesc] ne 400 eimes the warmibigs of Thee
AV AR s,

Alrhough stock options do help tie CED poy to the performance of the sock
price, they crosme other Incenthves that can be guite perverse. As noted above, sock
aplice are o valisble the noee rEky He il [ying secisiny, so that sioek oprion
compernmation can enmoursge DECs to pursue very risky strategins, This b especially
true £ the opeions are "ot of the money” [meantng that the current siock price & below
thie st price of the options] o juse baredy “in the mooey” [maening that the current
stock price i st barely shose the srile price of the options), In sech s, the
stack option holder sands to win big i » corporate gamble peys off, bue can Jose livtle
or nathing IF the gamble fils.

A addriona] danger ke from che Fict that compenscion pockiges that depend
Teavily on stock aprioms Can ercour e COrpOraDe escLEivG o pliy gieres [o Iy I
sranipruilste the sock price so that their cpions sl be i the roney sten & s time For
the executive io exerclse his :pﬂ:mhmmmmtuthﬂmﬁunumz:ch
price, rathar than focusing on the under lying fundaementals of thi business they e in.
Al Dm’hp.ﬁrmqﬂﬁ. v ki VA0 2.5 milliem thwrese- e aptiems, plus o mil-
|l shares of restricted siock, when he was hired a= CEC st Suntesm in 1996 {p'l.uarl
annual sahry of USH 1 milion] (Hut, 1999, oo T101), and bhe handed out large sock
option packages ta moee than 3 of the top Sunbeam execucives and managers. In
1207 the company seported sharply e ressed salis and profits o tha in February,
15498, Sumbaarn s bawrd gove Dunlap s mise in salary g LISDEZ eniltion, and 150 3,75
millban mare optiors.? But # tursed out that those high sales and profis had been
e by mandpilaitiog the sccounting—taldng an oversimed rostructurlng chargs 1
156885, Tiow smsmrogaben, sl ausbing U s s s o] dnvcwne i 1397 (Byerwe, 1900}, Dharitas
wews caughe aned Fired, are thas los the game be was playing ™ Bt when foed with
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petemtially Frage upside potent sl and [k oo o dessrmikle fneceiel cil, the Peanthos
to alay sach garnes aoe gpuite porassrTul, peEting oo presare dn corpoeale pxec
sibhas o arweet o bk the rrombees dhet Wall Sbreet srmhisis pre peedicHng,

Another result of stock option-based compensstion bos been the widespread
prselicn ol sarnirgs rnlr-_nﬂrlﬂnr--'"l-l' 113 e Bmpadgn bevul, mar ndrags rosragesment s
skmply usirg the fexibility mailible in the scoounting rules o smosaoth ssrnirgs o cash
flo rnbers. But ance the practice i sanctioned, it can lesd to egregious abusss and,
as the Sunbssm experience indicates, aod s we have ssen in recent montie at Yook om
and mher companles, outright fraod, ®

Sl opriion compersseion can be incredi by sedoceve. n B, the romgiaiion
it creates 1o focin sodely on stock prices, regandless of how thay ane echioved, can b so
poswarful that it sppears that during the e fow yees before Enron fAled for bank-
fuptey, e erire boaed af directars, iehsding CED Kennmn Lay, bad jost teack of
wihat scoual busines the compay wis li—whan goods and services it was providing for
il 1o sell 1o cormemars, for exmmple—and cami To belive the campany was making
Fruge mrvecminrs of ey e sone kind of ™ew Feencem” conenmoinies teading businiss,
altheangh ro oo smred B b alle o actoally e plain e Inminiss. reslity, i Burns
auk, the traddeg sctbvity armeomied ol s mers han s massbvwe con gaores becreste the
appearance of gresing revenues and profts, o ory 10 keep the stock price rising

The dangers of accourt ing maripulation extend beyond the compantes whers
executives are actually engaging in such practices. lecause many corparations operato
in highly competitive Induseries. mandpulation at one compeery can help ba set an unre-
alistically high performance hurdle & competing companies, which adds to the pressures
an oorpora e executhes at those compantes o pursse risky rateghes, or 1o also begin
manlpulating thelr mimbers,

Finmncisl marfoi discipling roguiras sn usletbersd marot for corporeis comtrol

Wlimt por copuerments oof the s vadus poring il aba b lhove bl Tt ket dis-
capaline a e T of an st fen markee lor corgesate contml 5 s dmperant gk of any
corpoeate grrernance system (Manne, T969: Jersen, 1968 1903 Schorfstedn, 1058
Exsterbrook and Fischel, 19581), Acoording to thess theorsts, an acties takeoeer mar-
et should make shareholders better off because it makes & caster for comtrol of conpo-
rations 1o be transferred bo those who can manage them best, Early empirical evidenco
based on what happens to the stods price of ficrres that become targets seened comss-
tent with this theory [Jensen and Bubsck, 1953}, Some of the gaire to tarpet canmpany
sharchalders in hoste tsheovers in the 180k were loer explained by the subseguent
selt-off of sesets in the target firms 1o other firms bn related lnes of bustiness {Bhagar,
Shioetfer, andVishay, 1M, and scme were apparertly excplalied as the transfer al valus
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e workers through byoffs and rechctions in wages and bersefis (ibleer and Surmmers,
DOB8: Movrmark snd Sharps, 1995, and Pornaf, Snledfer, andWetsbach, | 2600}, P nvch
al T g Pevabie anesplainesd, srel as b 108k ta kuscmanr v abived] il onil, roseiy
of the transactions that took place toward the end of the decade falked o produce
improved perfarmance ﬂ.mg:nd Rm'lrm:mﬂ:. 1333:H|phn-md &H‘l. ]m.

But regardbes of the scurce af the gains, ane of the Implications of the share-
ke walie principie s e bl thar i sharelolders el gor a higher prics for thedr
sheres now by selling out tos “raider, they cught 1o be permitted to do so, and the exist
ing board shoulkd not be allowed 1o get i the way Argumenes by exdsring mansgers that
directars shoaild be alloswed o reject bosrile alieovers whon they belleve that share hodd-
erw vaembd L every Eesttor Gl Tsbes @ ha Beery (el Cakon crees coniradet (B ofTackeed cagr
#al markets bypothests, so they were never sccepted by mos: fimnce-oriereed schobrs,

Thisfakh in the Ingorence af the market for corporats concrol has led 1o cnga-
g, deboees among corporbe legad schobes in the United States sbout instcional arrenge-
prents and Pisponss taccics dessgred o deter tloeovers. Sharohalifer valin proponaents
beree beeen corwedneed thed such srrangernes s and bt ios cughi torbe bad for sherehalders,
aml by enctension, bad for conporate performance and far the econony o= a whole,

T such tibwover defenses have been the focus of corsidenable empirical seseanch
A0 dm e Do chterrndne [Ewedr fmpoct o o poeale peforrsende s sheamebelder
value: “poison pills, " which are rights granted to excisting shareholders that o the sffiect
af imposing subsamil costs on potentlal aoquirers; and “saggered boards, in which
(vpically) ke v al macl board member & Chwes yoars, and anly & thind of the Boand
b elocted pach year.

Early ressmrch st e that paison pals raduce sheretbelder vslib [Bymgsert,
TUBE: Malbrinsts and Vialdng, 1955), I subseouent reserch suggested that potson pills
ghee managers kvoerage, halping them 1o negotlste o highsr price i the event of &
Hakarir alles, arl Bled sovjrdcal aiabes conlk] v anged And eatkbincs o redicad
sarehalder salbue From poison pills {Camment and Schwect, 1993). In face, Danielson
and Karpof 2002, fird evidence that operating perfocmance improves modessBy I the
flve yoars after o comgany adepes o pll. Alse. & & smeresting 1o note thet most yausg
firms sdopt polson pdlls o the tene tat they ge pubilic in an “idtil public affering”
ﬂm:l |:D¢'l|.l'l:'!- and Klwusner, wgg:l-'nmrth haem srgueed] that the originel emzegre
neurs in a firm can be expected to put goverrence arrangements in plos chat will make
the firm as valuahle & possible to ourside e stars when they go public, 5o the fact
nhet e [PO Mirrns hesn pobsan pills suggiets eithirs Chal palls de net rodees valos i
sharehalders, or thet the protedion they provide o management 13 valueble snough
o the arlginal erereprencwrs for other regsons that they are willing ro scrifioe some
value I Che shiares they sall to the public.
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M pulidic companies by the United Seares have staggened or "clsifiod” boards
(Bokebude, Cownos, ared Subremardan, 2002}, The benefits of @ steggared bowd Inchda
continidry andl webility of the board, is wadl as & groses depondencs Inom mansg-
Rl [Kﬂppﬁ. Csaresbioe, el |'[H-g. IEQQ]_ Pecrr, v schlars arfii, stegooes] besds
provide & potent takeover difense—uospeclally when combined wirh palson pllls—
because they require an acqulrer 1o wal chrough ar ks two election cyeles to replece
encugh memisrs of the board to galn comral. Pabacbwake, Cioares, sed Saibraenanien
(A preriddo e tha the tabuoor chifinse provided by staggered bosrds rckaced
thir it i e i by sharohedders of targer fiens in che lote P800 7 Sanjed Bhagar
wrned Rlichard hofTets (A0 feeed conflicriog evidonce, v, sieg a el s
ecpuitacen il Pleat Gabas oG accaunt te vt oers aremng Gk mtivicy, ek
delermn, reansgecisl Darneser, and corporats pecferrenee, they coc: lalke Bot b wide
varbety o saecalled “lakerer deferran [hL'hHlllu partsen prills sl stsgpered h-l'-'r'l.ll;i
are ol sctually offective ot datorsing relmovwer wthiy in frms where peformance has
Lty prrcar. I ety e, mabisomr activiny ared rnanseger &l rirnover are Eadoed ta firen
perfarmuics, fegindless of the presence or sl of galsm EHE o saggeced] laxeds

f&uﬂ.l.l' Al P'H'H. :'.'I'I[E. [E t3]

LIS L resquiir o sharokalder primacy

Since the earty 1960k, achrisers from LS bosed mudtinstionsl financial it -
ticns henee heen preaching the messge of shareholder primacy fo trenskion economy
couniries looking fo reform thefr scomomées, and even to other developed countries. ™
Clrer of the ressons bes been o belief that 115 lw rquires sharcholder primacy, and
that, since & has worked so well in the United Seabes, ooher countries should adopt sim-
ilar g rutbes, Dl oof the droarrdes i bhe bl imiernational deboibe shout corporis o
ernance, however, b thet LS corparaste bnw does not schally require shareholder pri-
miscy, Baither, LS corporate lnw comes closer oo recquiring " director primecy [Blair and
Stout, 1999: Buinbridge, 200Z).7 State lows governing the incorparation of firms ovp-
icalhy proside thae “all corporate povwers shall be exerched by or under the mrbocity of
arkd the nsiness and affudrs af the corporation managed by or under the direction of
les board af direcoors {Mode] Business Uﬂrp-umhn Act Eﬂ.m{b]:l. Srarehalders are
allowed to vore ench vear on a shite of directors namdnated, gererally, by the exdsting
directoes, and thay are allowed to vote on certaln major tramsceions §such as a sabe of
the business or a liguidstion] . But other then that, shereholders in e, publicly-iraded
car paratians have fes: formal powers.

Meanwhile, the lww: regards directors as Bduclaries for the corporstion, not
sgenis af shareholders [Chak, 1987). For this reason, courts give directors very wide
discrotian in the chalors they make aboit & flrm's stireeegy or transactions, Directors con
oiily be held Hable for breach of thelr fiduciary dutles F they are grossly negligent in
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approving cofporate actions, or f they engage in Drarsecrions tht berelT thenmedves
Al U pecpense of the corporalkn [Sn-ui.lul'ﬂll-ml dzsussian in Blabe sl 5o, 15‘9'9-J

Mloresthesbeess, aiheugh corporate b fos not chonged significanthy in recent yers
o give sharsholders mooe formal posser, a few large insticutional imestors beve taken an
acthve role in wokcing conoerns about the performance of certain corporations, and about
corporabe goeemnance in general. ™ Becase thess imvesiors have the abdity mo sell their
dhawres, as wall as to vodoe their cricicsms publick, thenety putting dosenvad presrs on
el prices, corporas difecors aed managess hevo b 1o e whn instiional
et sk, Thos, in 1S compantes in subsch instintiens] imstoes Bekd substansl
hries oof sheres, those iretinstiom] sharshalders somestimes sorces corskderble dot, mek-
g the systom look on the surfece more Lice & true shareholder primacy system.

Schalars have debuted whether, in this way, the presence of & lirge Institudonal
shwrehaldir might help 1o reduse the “agancy probsemn in corporations, and shethir
actkvtam by sich sherehalders might Iprove corparete performancs (Black, 1902
Jowcastms, 1991}, Farly innlimins sngggvestond] thiat Firar Tirimcta] proiforrmarsce s i e halid-
ings of the largest shoreholder rise, up bo s melabively low point fuch o 5 or 10 per
cemt), and then falls s the boldings of the largest sharshalder gees birger (Morck, Shiedfer,
and Vishny, 158860 Winscke, 1180: and McConrell and Serves, 13900). Ore explanation
chat has been affered for this phenamanca b that, es the hol@ings of the largest shared ol der
b el fn vk b e o glie can Begin 1o esercie ormied, that desrebokler beccaras
better able to extract private benefits from hs position, sometimes & the expense off
the firmm as & whole, In sy case, empirical studies heve been ursble 0o find 3 corssbers,
rabust, relstiorship betveen svidence of large shareholder scttvism and corporate per-
formance (Back 1992; and Bragat, Black, and Blair, 1995).

DOES CORPORATE GOVE RMARNCE, 1M FACT, MATTER
FOR CORFIRATE PERFORMAMCET

Ais v b already discussed abov, i Darrs o o ke Feed 1o fnd evidence char
Fisituris o The gernerisasen ef LIS eorperatiors tar cor porati 2 hodies originlly thoghn
wary mportant, schoally m-lﬂerwr:rm.l:h-Tl'Ellu'r-lt ol hovstile takecmonr [y an actie
okt [or corporste corfral moy halps b discipline ransgement, bu Che esidines on
whether sctusl bakecvers inpove oocporte performance s mised, Instiationsd armmge-
miznts such s staggered baards and podson pills that were pur in place 0 deter takeovers
iy hawe il o na achual deterrence affect, or measurabls effect on perfarmance, *1
and aeriyism 1 ege-hileek liareloddors doses non, w0 Qi e 1o pradice conmbtant
wngrenanrie i i o parale Eerlsrnane,

Whut shout board “independence”—the idea that directars shoukd not e
close perscnal, financial, or business relitionships with CEDs or other members of the
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T el Coxarn that cowile] oo o chink amticucke rervard msrsgernent and prboags
dlvstrer thwerm Fromm discpabiriog rmaresgerment when reecect? This ides bers bescorme s widely
viewed a3 necessary for good corporate governance that during the sammer of 2002,
bty the Mo Yook Stock Exchange and the Nasdag proposed new rules that vaoudd
require that frms reglboned on those exc hanges have a majority of independent disec-
tars, & well i incress this role that incdependant directors wust play an the boards
(MNYSE SN Mancksry 202, e, hurw again, the ides sounds serssile, but the evidencs
i sperse, Bhegee ancd Black (Z002], among ochers, find “no comvincing empirical evidence
that the proportion of Indeponcent drectonrs impaects fueune performancs @ meained
by v by of sl gricn and acerunting i,

The battrorn line s that pessarchrers fne besen unable to find stromg sl consis
tere evidence thet varkeions in corparate governance arrangemeeres among LS compa-
nlias have Fmusc b Bnpect o wiy of the other. Some studles show small elfects of some
ACTANgRTTHAT S BN ST Mar oy clrourstances, bt often the results hive nec held up in
bl marn plies. Mand n see case, Chi efTects e o b small,

et wiwem corporations. sroumed the globe are cormpared with ssch ofher, there
are dramatic dfferences In corparate performance from ooe courery o anatter (Shiefer
wincd Wiy, 1997) . S hdiffarencos are apperently relared o brosd rsriiucional e rage-
iwris il ik il Fr th comintry T ai setive s alficsend ekl s ket i dnde-
pendent accounting profession, court systens that are snconrupted and capstile of xlju
dicating comglex contractual dsputes, and offective securites regulacion, Shietler and
Vishowy (1097, p. T30Y, for exenpibe, spgges tha the essenmal slomne for effective cor-
psrate govermance b some mechardem of “kegal protection for the Inberess of ar lpast
seatvin il Hhe vvirsTonrs, &0 Thal sscharbens of extomsiae cutskbs lnencing can devlop”
Eqwdhr.ll'l:v comchde that the evicdence is not even compelling snough to decide
whether or not the LS system of corporste gmvermance, with widehy-traded shares,
Dogsbed ensrioacs, s secmonabdy offocrive socuirichs regularion, & bomor than the systems
it e her dinvnloprel eountrios in Furops or in Jagan, whers corparsta shares nd 1o ba
rmch maee closeby held by domirant financial mstioiions that are acteeely imolved in
corporate govermance. H 1 s impossible to decide betvaeen systemrs in developed coun-
17 ki, It s evers loss realistic to excpect 1a find strong alfecrs of, say, steggered boards, o
incapendent auditing commimoss, wirhin a given susem.

by et wavarehs, cxvmoae 0 ecmantey b i pilace D Dasic st urioml arvan gemeies
to mappart the use of the corpomte legal form (including sophisticated, bt wcor-
rupted courts, reascoathly hooest crading of Bnancial seourities, an independent acooure-
g profission, el effective securiny mackers regulators), and Plaxdsiliny @ custom-
diesipgn goser narie serarggenenis sl ihe bevel of eech G, B weny LBe thad che details of
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board structure and the degres of management independence verws shareholder
Ernvaherment, realhy o ot macter very musch, at least in & way that we can maasusne in
i brcuadd ercss-sietbon al Aerns T dotails of corporate gomrmannsn s worbes] il
sach company o0 & coe by o basis, mnd somestimes the arrangeme nts appear to work
sy sl and soenetiries thesy Fail and must be rewocked, Economic ressaning, in fct,
sl predlics that institutcnal arrangements wodld tend tavary scroes fems aocord-
g 1o e woeks in each P B iF ssch T bas cliosan Th best apprasehs for that
firmn., with only random erroes, we would not necessarily be able fo chsere perform-
ance differences that vary systernatically with the detatk of governance strucrures.
Nmmnm-ﬂmNMuwmhmu GO AL AT,
sl the narmms and standaecs supported by thoss ins#utions, my metter sgnificantly. !

A MES FRAMEWORE FOR THINKING ABOUT CORPGRATE GOVERMANCE

Thee first three paris of this chapter critiqued the sharshalder value principle
and argued that sruohsral and stineional detalks of corpareie govermance may oot
Ferve & subrararngal ard covetdent fmpact on corporate performence. B whut dhowess pruar-
ter? Can we sy anything of imporiance shout the relstianship bebween corporabe gov
ernarce and corporste performance, beyond the bmportance of besic legal and inst
tutiornl infrastructure! | believe we can, and In this section | offer an alternative way to
understand the goals and purposes of corporaricns ther | belime can botner support
st ainable corporate performence, | bargin by suggestiog thet the cental probilen o
b addiressed by forming a n:rpaﬁnnhnﬂrrqtnﬂngmprdl:mrl}m Seout and
I havar ecbosabiere called the “team production” problem (Blaie and Secur, 1990),

A ream preluction pml.llt'm-u'l.n'! ary Lirwe (bt & grosgp of indbochad agree
toywork together on a comples: prochuction task. inoa skuetion inwshich i s dficol o
irgreat I scharon about what everyone B supposed oo oontribute, and sshat sveryone can
expict o get o of the joint effcre.™ The probileam arkses because team mambers will
B 1o prosdos |iivestrmecits b Uhes joied. oo Peegocise—ry comibrf Basting tirme, ofToe], ey,
and or kdeas—that may be sunk in the business s bence not recoverable except by
carryling out the emerprse ard sharing In the Income | gemernes. Since mast team
prwreilers Brasstenns o, i Tl s, enterpr bse-specBic, Tearm e bars roest ke
sherrseives sulnersble bo ssch other a3 they undertke the busioes vwenurs. Esch beam
e B villnerahle non only becsuse the venture rsell b inhereithy risky, but becauss
aimy ot o Thee et Dern pnerebsees conald B0y To el The toam by thevsiterrng 1o
pull ber contrdtions back out unless she geis s lirger share of the procesds, For ndi-
vichuals who rmake especially impoctant contributions, the potential threst of being held
uip by same other team member can be troubding enough chat it can preseat indlvich-
als Feci wanr kg togerhed & 6 T i the fra place.
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Wehen a tesm s small, very often team members can develop trusting relacion-
ahips wred work out terrns on which dey will wock togethes as they go, withaut elak-
rsn conEan gerrrmne arargermets or ulics Bt a Laege entecgebe that mahes
tunclrech or thossmls of participants requires some besic nst totiona] anrangemees
ar groure] rules to Mecilitae cosperabion amrem g Deam b, Fl:l'l.nahrnﬂ'ln'prm
in the developed wockl, the most commen insittut knal arremgement 1= o be “incorpao
rabel,” Incorporation provides @ unkque schution oo the contracting proflems 0 eam
production. Through the Incorporation process. thie lew crestes & separate kegal entiy
thuat buis rrorey o Che s cighes and pensers urder e 18w s & Miskrand - Bood person
el ben. = I'lpﬂﬂwhr.tﬂlli.M| priepEety, e ler @i conicacts, arad B haeld liskids
for debes ar tort clatms. [n the typical Business corpocation, sharehokders reose stock
in the corporaiion in exchange for their contribueion of Anancial capital, Executhves
and emiployess recehe some cash compersation, but they may also receive stock, ar
aptions, or pramdess of defermed compensation, & well as the expectation of future
ks and prommaotions U thi enterpe b B succesdil. Suppliers, bandbokders, ard other
crachioes abso et claimes o T corporataon, s of wisieh am share-teeem clinm thet
are ropidly paied off, anel ofhers that ame rrone long-teem,

Biut, trportamly, while wach partictpant s sare kined of clim against the cor-
poraton, nane of tham “owns the corpomtion; the corpontion 15 an enthy sepambe fram
all of s participants. Mareover, by the incorporation process, e carporatian (e —
o iy ol (18 dndividun] fsaethe e ts— bagoemes i o of all the ssots eantribegod
Iy the varicus participants for wse in proclection, s owell s of any ocoipoet from the
writirge b (8 It it sl oot i dlisteBnited) . The Tt thst the corpasatian owais
the wearts wsee] in procduction means that, in forming the corporstion, the team mem-
bersall give up mwch of their shiltty fo “hald up” the enberprise. Cnce they contribuie
thedr fmput, It becomes the property of the corparation and [s no longer subject 10 the
contrel af the corributar This the corpocate faem aff orgenlestion can be seen
Tesgal trwcharrben that fecilitates cooperation mrong Dean meml=rs by making it easien
for teamm rmembers to credibth: commit b mch other thet they sl ot bald up the tesm
ance production gers under way.

The team production approach to understanding corporations suggesss & very
differesmt role for direcrors than the principal-agent appraach Envored by sharehalder
primacy advocates. In the principal-agent model, share holders sne seon as the “owm-
erd al oo prsrationrs, ® s e drecrors p e thi orporation for then b e Ty
are leus Bnesy 1o dks & R sl Iy e vy prihiction syl chirectors mre The
people who are ghven the legal resporstbility toact for the corporation [since i, obed-
ausby, canno ttmi:mﬂ.ﬁyhﬂnmﬂhnmmm,mw
rite participans agres o yield ultimae comrol rights over the corporate enter prise
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ta thir board, The effect of this sgresrment & to e thelr hands, so they cannot easlly
anabeh contral Eiack aml ve v oo besk] aps e of b |r-|:|.nq.mm.'ﬂ|.'ﬁn1.lrmi:-| &, [laii,
are part of the imtitutioml meschanism intended e facilitate trust smong al the team
mrembers, An importare rode of directors in this moded = to serve a3 the mediabors for
the team memibers, the final arbiters of any disputes thot may arise among them over
emterprise strabegy, of over the division of enterprise outpet {Blai and Soou, 199,
As mich, B b important to the kng-weem health end prosperiny of the emmerprise that
Maserry gowenwi Dy s v Dcmard) rroervlsees 8 Fale il Cospaetne

Under team production srabysis, seversd festures of LS corparste T thot are
inconsistent with sharshalder primacy make sense, For example, shareholders may not
dictate tectks ar policy to disectors, ™ or demand dividends. ® A the Loy s axcremaly
doforentil ro the declsios al digeerore & I s wore mon teue, I directosrs dockioes
cemikl masily be chellnpesd in ot or @ dirschors wises sabiject o the dirsct commmard
] coastral oy off e Desers iiwernbsecs, Dhoss G rosmbees ookl it ermdibly com-
it 1o the oifer tearm menbers po to sttempe s hold op. Hence, s long as direciors do
not use thedr postisans eo sieal fram the tem (the corparstion] o otherwise encich
thermsaves at the expense of the team, mnd o loog as direcoors exerciss o rosonabio
sl of carne i carrying ool thakr durkes, eouets sl nof seeorsel-guess Tl

Tesser prexdctian theory sl exqplain win sa few corporste decisions must ke
put 103 voie of shareholders. ™ [ abo ofers an exphination for why directors awe Fidu-
clary duthes bo the corponation tself, and not direcily to sherchalders. ! And it esplains
wily sharehelders may not s divectors an thelr can beball for vialstions of disectars”
fachuctary dutios, ba noust undertale what s called & “dervarive sulr. ' ln o derivatien
Ault, the sharelusklbe ey sk conat pesimbaskon to o Tew The cor peeation o a wlale
in suing directors for viohtons af therr fduciary dutbes smd in sttempting to collect
dameges. But she st first comnce the court that she, and not the directoes, shauld
b entitled to act for the corporation. ™ Moreover, i she wirn the sult and directoes
are reqiesed o gy dernages, the pamens go nal 1o b sherebaldar who s b o
e corpormtiom l::-ﬂ.- ':h!i. tﬂ&ﬁ'.p- 555'].

The team prochucticn sppronch suggess that corporate perfonmance must be
mesred I multiple dirensions, and that no single measure of cor porce performance
can tell the whole sary of how well the corporation b dalng. Shere price 15 Importae,
iz, eveny though It b nolsy ond subiject 1o manipadion, i shoudd et b reflecn what
arm sl of Mnarcil iwesiors on amy given ey think is te valie of thed cligm cn e
-::rpun.lm.:ﬂl.:l it a b et ers whedber the corporation b resting the expectations of
other participants, mot to mention whether & s fairly sndaccurseely pressming s foan-
clal poskion to vestors, fne bl from suppliers being pakd on tme? Are the operatans
arad assets penired i the last werger baing well egratid into th company s opana-
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Chorms! P st Habrllithes, sl risios toe ol ecrporate porticipsts baing fick valus) s
acourately reported 1o mestorst Ao appropriste woges and benefrs being paid? Are new
techmologies being develaped mwl new produscs belng Inroduced! Are the comparry's
beanids bedrg effecchaly proemotecd! Ao marsgeimenss geawth plars realbaic? |5 the coen-
puany gy rrack 1o deliver planned grosweh anc prafics, and @ noc, whes i the caces of thi
dr[n}':l"nﬁn erviplcremes By trwkne] and prepred B incosrsed or clunging respnsilail
ities ! s these 5 stabie succession plan i place for the top mansgement imam ™

The alburs: of sharehobder value 15 that it §s 50 easy . ey (0 use 0 Monior e
Uithed, and sy Do Bwcos porate bn a compensatlon system. Bur balig stvple to wndior-
whar] are] sy B msasure dhesnn | ke i1 1k iR misanre G pesforreance, and cer-
tadnly not the onby messure of performance that counts, The ease and smplictiy of the
share price metric, In fact, & part af what makes & sich a dangerous messas to rely
i, Fn-u.ﬁhg aily e shire price performancs ercourages managers, Eroectors, -
bysts, ared bnestons to ke Laey, 1o ke short cis in developlng corporste Srategies and
plans, wwnl in emvwhating leas veed] the I'hntlul-l.irq.;-'!'ﬂ'rmx-. Loy smarhiong £hwe srsesnapgs
that only firancial gain matters, a monomaniascal focus on share value can inechvertenthy
also send the message that personal Inbegrity and trustworthy bebavdar do raot matter.
H:, contrast, the team preduction approach emplasizes the complexdiry af the pratdem
of genvermibng andd msraging & corporation, podos 06 the dernsmding neture of the job of
corparsbe executhes and directors, and signals that directars and other team members
are expected to cooperate with each other rather than try to excract galns ac each och-
U e pRns,

Profirssor Stont and | have suggosted alseabere [Bake and 5o, J0011 tha coe
sy o ginder sband] thee ol of corporate dhireciors. 5 thal They are chargesd with masking
the trade-offs that ae required o beep s prodectve team together, to make sure all of
the essential mweembers of the vearm play fairty with each other, share the necessary Infior-
priation with esch ather, and contlnus o contribege. Dn some cases, bowds may alsa b
callec] upon bo help Ve mreermbess dinvlop o ness sirsegy o veck oof s clilfecent way
to create valoe for the team,

Clne common criticism of the team productlon analyss of corporate gover-
ruaren b8 that, whilie it oy expldn why cof porate Lay parss directors to make mredoe-
cif e imanen g comipsat g Ertorists et of commgalling theem oo et andy I the nterests
ol sherehalcers, @ dows ol explain why directors would bethar 1 woek e or rake
deszissans for the benefit of the corporstion snd mot just for their oam persanal bene-
fit. In respanse, we beve argued thit the effeciiveness of the system uldmately relics
ol o poeate directers beleg trismanetiy (Blase and Seour, 2000a) . Aldaighos schal-
ars slpipad dn the logie of sooncnrd amd legsl rossoming, such 3 respoms: may sem
rabwe, substantial smipirical svidence from cooperative game sxpertments suggests
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thir Friman baings sre men sl the coklly -ratinal, soll-irmerestod cositures that
populate sconomic meleh. Instesd, bnmmam Barings seserny bey pesprona] (o socisl ard col
turnl messages, ¥ the socil signals tell them that they sre sspected to trust the other
plivers, and ta be trustworthy themaelves, and If the cconomilc incenttves to break
trust o “defect” are not cverwhebmang, then the vast mmajocity of people will chooss
o cooperte. Ahernattvely, IF che soclal signals tell chem that the gamae they are play-
Ing [or the social Ierection they e fmaohved In) Is o compesE b ane i which they
are axpoctod 1o, W, Wi & mich money i Chey cain, even if doseg so i hermdul oo the
gy, U Uhat i i st peopbe will do (Blaie and See, 20006,

Profissor St and | Further argue that, in practics, legsl constralnis rarely bind
tighthy enough o canped] people to ooperate, and econamic incenthes often il against
cooperation [Bair and Stoen, 2001a). 50 when v chserve cooperathe, trustwortn
behavioe I the business world, chances are thar this result i driven by strong soclal
norms and expectations af trustworchy behavior Inthe parvicular comest . rether than
by L ar e coemmike ircenthves (Blair and Seoue, AN a and X0Lk].

hmm.mmquLﬂh:rHrmyglunm ol bang-teran
Easdrmess relaticnsbipe of any kind rl:-w-'ll'll'r.“Tlrh 1 Erue pver wiliere an adeguoie legal
arel institit il infrastructure is in place, and @@ s probably epecially e where such
infrastructure s missing, And, # s clearky true for the relatiooships among all team
rembers In a corporation, sinoe even wherne Lw and institutions are stroeg, courts
ety abways decline o adjudicate dispaes between participas I & cor posatian over
the llewcatbon af assignens and covards. T Profisce Stour s Largue thar i 5 the spe-
clal raole of corporie directors, in this context, o be people whomn the team Fem-
Iowers Grmall Hhwisy s il Hhias vk askébors, perscrs of heves el fmegrity, as wall o of wh-
alern ared gres] pelgirs, Jual s Ul bmared s warbwodis ds part ol s deed oiacegal arrange-
et bo facilitate trost, boord membecs st be seen as the keepers and upholders of
the team's trust, B the tesm members peroetve direciors 1o be thess things, they will
all b e willing bo ke themsedves vulneratde 1o the otber members of the wam—

b trust—iry maldig mecessary omerprse-specfE PnaETmonts.

CONCLUSION

This chapeer argues that the notion that the primary, or 0 extrems versions,
the only legkimate goals of corporabe management and govermanoe shoudd be to max-
ik e vabue of the shareholders’ Inbesest In the com pay ks besed on a series of ele-
et ared Facilo, bt dooply Mawed mssumptiors about the matuare of th relationships
AFTCNTg COrporate particlpants, sbaut how financial markers work, about bos human
babngs work tegethar In geenps, i sbaur adhat the L nequires. Contraey et
sxmumipdsons, shareholders are neither the “enwrwrs” af carperatham, noe the anky
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clalmvuncs with bnestnsts ab ik Sock prices da oot slsays sccucatedy refloct the
truie ureherlying value af ity securities; managers will mod necessacily cke s better
Job of rumning corporations ff they Foous solely on share vadue, or f they are heavily
Incentivized with stock opeions, o IF they are constantly vulnerable oo belng, ousted In
i hostle takeover? and corporate Ly does not reguine shanchaolder primacy
lrstuad, this chapter suggess that, once the besk rmicuticnal famewark bs
place {lu’lle-l.:l'll'ﬁ.mﬂ,:l'ﬁnru] wrel unexsrrupteg courts, mn incepeeidant soooerting
profession, liguid Francisl markets and an adecuate sscorkies regulstion system)], the
principal element needed to foster wealth-creating productive activiey may be a posy-
rfidl sor of culturad e envgiusizng pereonsd soed oo p nmegr iy, coopserative bohe-
o g bearm wern Beecs, seed cespsibiliny otk tearm s relst e o Ve Lerger
commmunities in which & aperstes. ¥ Organizing productie activitkes within s corpor-
tlon provices ane mechansm for encoursging cooperative engegement by & numbser
of partclpats In & camploy emerpeise., cach with different mles oo play, and sach mak-
g cormributions that are at £ ik in theveouare, Thi corporate form facllivabes coopss-
atbcn T snse 1 pEeciods e pactichjants b omake creciile commilace s 1o sl alkber
to cooperate, ard not to try to held up the other participants by threstening to prema-
tusrely withdiraw thedr contribution. They da so by vielding ulttmate contral over thelr
contrilnmian end over papar From the enter prise 1o a board of directons

Thas vaamy predaduction theory al corperate les perints 1o ghe central ael orecial
rale played by corporste directors. |t also suggess that the noomes snd standands eaab-
tished for corporate directars and other corporabe particlpants—the muul expects-
tlons of trusteorthy bebavior—may be o least as Impoctant to corparate perform:-
ance as lews end Feciburiens] arrangements.

O cxmirse, therw r-ulyl.-r"lllu:l H'L‘l*".‘hﬂlj' Brushusl. Sern o porale acior s will
occasionally betray the trust that other corporate partic ipamts heve placed in them even
K the ks and instinnional srrangements are sirang, and the cultural messages sup-
prartive of rrustwortlny befuvion an the part all cenperste axecutivie ared board minr
beers ® Flun, T ey pirate leackses sre continamsly Doenderded witl sressages Lhat share
halder value is the only performance metric that matters, and § corporste directors
and offioers are compensated Invays that ghe them high-powered incentives oo foos
solely on shareholder vabue, then we should not be seprsed oo find that chose officers
and directors are more likely ro neglecr such Mootk as honesty, personal integricy,
arel coromireed o Phe rotu] Teew ol sl) e peeticiponets in e oo porale o lerprbss,

The corporate scandals of the st vear in the Lnfted Stwies bove coused mven
the minst strident advocates of the shareholder primacy principle 1o begin o guestion
mhw wilsebomm of @ systern 1o focused o share valise. Harvard professee WMichaesd [ensen,
e wicarnple, rorw wigen That ghe gow] of corparstions should b 'thﬂvllrd valis
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mesctmization” which recogrntees that "value masimiztion 5 nos s vision or a srategy
or even & purpose, but only a "scorecard” {ensen 2001, p 15}, A teams production
approach to understanding corporations would suggest the same role for shanshakder
wadue, with the amendment that sharcholder value & only ooe of a number of soore-
carchs, all of which roust be considered in pedging overall corporste pecformanoe,

MOTES

L
2

See Harermann and Erasernan (1],

The “conzenas ona sarsiober-oriemed mode of ihe oorporakon reselis in pan from the
ol o off alter vt v o of thee coporatog - . . . S Char orminant oo porate kel
of sharshalder primacy 15 unlikey io be undore. I seoss repressnts the ' mmd of histony
o corperaln L™ {Harmrmarnm s Kraghoan, 30010, Prdbesees Elarsennn and Frsiknun
werre ok the onby prosninent speclali in belieee that @e rocket capliialbe and shas-
Bicldsr oty dmtpin Norried ol ol gpooichien o oo poaile Eofeiiuion Du.rh'!_ Lt
bt e e ol thee [0k ancd contimng i ket o the il of 2002, the'Weril Bank b speen-
il i serbes o travbigg semminas in vaelows deelopieg and eamilion coenir s b prodch
H-l—ﬂud'h-mqﬁaﬂpwﬁp-mrﬂwrh'ﬁmﬁ Bark weks
st notes that “the sctmines of the Bank in corporate gossrnance foous on the rights of share-
By, Els g uitabla iaabiment of sharobubders, e brodsmset of sbskabolders, disclosrs
il (rameparencs andd the dities of board premnbers. A of September 007, e Bank kad pro-
duced pmesarmenis of corporats pover enoe practices in | 5 rnonires, incharding Rrazil, India,
Turkey. Podand. the P ppines, and Georgha. and s, In partrership wish the Chgansation
ErEuru-le Eu-nprdhn ared Dn-lq:mlrﬂ WOECEN arpanised regloeal “roundtables”
o Orporations in promots hea practios, Ses hiip:/Seomowo i ek org! privabesscncn”
:Elu"h'dn.llm. |sccomeal un Elpl. 12, 007,

"\ sl oo MgsrEon aoroas Cowiries adhening 1o dierent modeb—at lesst inveny recent
yrars—lereh crederre in ehe ey thai sdberenees in dhe ssandarm mods] [ sareheldar-
bl ade]| prestles Bt scommmic oo, The daadopsd conmmn sy | o
diction kave pecformed well Incompasison o the principsl Fost fistan ard rontinental
Erworpssan cournnries. which ame less in alggmement sith the sandand doodel. Tl princgal
macarrgilen brecd v, of cowr, e sbmong perfenmones of H'-Al'r-i:l'l.l::n-r!r In reTgzar
o with the weaker ecenoimic perfonmance of the Ceerman, Japanese, and French soomimes”
[Harmsinn ind Fraskman 3000, B 18,

T rturn oma vy Larvsad - bussad ket ke, "Nk SO0, wenraped mdkal B35
pevcent retirn per year foom 19895 eoigh T2 See S5 LS baten. Bew Sepe, 16 M02.
Claline. Ava ik at g S weaswspgdobal con Tune 200 2[LISAL par

S, g, | B, Hilseiwath, Cerwth tn Frcalustionny Sl Fonaseits Nor oot Worsis,
Fn 5“!'-1'”..!!1. |7, A 'p.ﬂ. Genalna [ M. EIFI'_H -F:nr:n'!'il.l.ﬂ Sl l-:r-qnn
‘Warns: Ped Clief Citea Subied Soctews,” Histunygton e, Do, 20 2002, 5 EB-1.

S et arl Wishiw: (1947 g VA svmartee eotihivms Dt corposations niede b (el
ko clactsinm in the [0k, |90k, and 1580, snl in pereral paid oo much For sl e

el tha the premis pakd for acruied companies |s not recessarn y evadence that the sogpairer
axpencts o do g bbb job off managiiog Se conpam:.

B Rﬂ.[ﬂ'lll.ll- | 1l Corvrs T Mlﬁﬂﬂlwﬂl.lprﬂﬂpﬂh
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the lat decats in Japan ot 1 58 peroent per wear in Europs. and at 3.3 pevcent per vear in
ik Ulniiad Saares {Cadenlsted from Orpaniatisn for Ezonomic Ca-oparation and
Dheved cspimaeant [ECD], 2002 At Ntmmal drvones’ Cornpms tre Lt Brssend e Frabuiigee s
st PV R Sapt, 16 2007 Ol bt vl csscrd. oy sl bt sy tableld=
Sl Eaewmme=ANA P2 )

Sz e, CHECEH (LB, p 20, i which the Bisiness Sector Advisory Geoup on Corporace
wmw'nﬂﬂmm»ﬂﬂh{mmﬂnl'mhdw
v oo ioimse groflt b enbance sharsbolter valiss b the orporation & primay objecne.
The Frinapis of Gonponss (eremmanme, adopted by the CECD m 1558 (OECT 195, tock 2
smiehat amemisied shareholder prismacy perspeciive, emphasiang darclolder rghis, bee
A iting tht “the compsstenes ard m“ﬁ:mhhrﬂaﬂm
woirk that ambodies oot tows [rodm 4 range of diffisnent eaosooe pomiders . . and thae
“it I dherelnm. i ihe long- teemn inieress ol corporstam oo (oster wealth-areaiing co-opan-
Ui arreergg stakahedders” (CECL 19695, o 30, S abin Laecrnick ared O Gl e (20035,

e phiase is wsaally amebisied o Jeroen and Mocking (1906, g 3101, wieo argeed tha
nrganizatiora sre senphy kel fictions which serve se s neonrs for & st of comtracting rels-
torahips among individeds”

Yike profismor 5 wam Sunder [2001) aoies thal comntional scoournting measaes caleuling
the value cosated by corporatior soleby i ee e of the valie k=R over alter otfer gl ponis
i e Ermer prie have biosen i, Hamﬁah&nﬂmdlmﬂmnfdﬂpﬁﬂhq‘ﬂ'

msamiring the wabie oreated by the Mom from the vanksgs polnt of participanes oiler duan
shia iehoskiog +.

Dlpuoes, which are “darivaose securties it gree U bl e clght o by e undedly-
Ing, security at & Axed price unill sore explration deie, bammmes more vabeahble the o
risky e undelying stock b bease, 1ikn stockbolders whe have Bt Habiliy, opton
il chars: caprinre all e paieniial gak from gambles, Bai 4o nok bear fe dowaide risk,

Bu 1 Isibrarws rpalie a oo sl o powcutbons had rraroped o ecsrclss thelr cpiloem and sl
U stk s bockibing by Unsh e sl Dibegs e stise Blvod ks, il ccsrppon it eliliinsts
holdirgs & grwatby chepilisirad bag

S Fwir el St G0 b e ain expaneded sxplanation, bassd on optices theory, of wiy
st i, vl For sl holders B ot squivadim Lo rastnoteng s Lot wbae cosed Ly
the corporation

Sander (HIOE] noses that, since mrockets for inaeclal capital are smong the moss ligeid and
efficient in tee world, sharebolder el dald, on sorage a1 beist, averys be agiial o
the oppestunlby cos of capitad, and thers should be mo exoes retena, By contrat, mpps-
s of otler resinoes wsed i e oorporation oftes provide specid ized ofF unigue Inpuis
that right e abie io derand & premium, From this point of viey, one would sxpect the
Ut ooy vusid Ui Dol comardond bry Bl o vl pummincally e cigatanial Bey cllan par Uctpanits,
ard nct: by e prrerkdene of financisl capitl, Surder makes this poing o call atiestion o the
aifeicarirsos of sreuiieg e vals of o Beon sy looking cnby st s vl to sharsheddors

Tor prowe that & market-determuined prios aocuribely reflocts e e value of the sseuity
wraiks require some Independan wa o masmre e treesalue.” Hence sy v of how closs
ok priCes ard B0 dhedr e value B st sy and unayoiiabily o et of whether the
misied heing usesd o measire the o valee b3 pond modal, 1 ihe market price varies
Tz b ks prschicid by fhe rrandal, ven can e Dall wbetler e prolden i that s
meeded Is wrong. o the problem Is thai the mracked i not eficient In detenmining ibe price,
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Sew, eg Saimer (A00], Seout (1980 and Seceat (19T, Vesre stock prices im LS Anancial
imearkemin cvereaied [n ihe machy monihe of A when ihe Diow peabed st mcere ihan 11000,
oot s e Uy uradervaland v b i0 concemabie that the Turdamestals scosally
chunged soech hevwsen te spring of AHE and the seoomer of 3002 and that stock prices
were scurats o both e

Stoun (A0 reviews the snpirical suidence that comples Infermaiion | corportsd inio
abendh price ondy slosdy sl Incoomgleiehy.

Sharabediler prhmym'huj—nl:m].p.ﬂ itk “wtakehedilir hl.-_f."
kil b e i L oonidy il Dieruitives G shnihoddor primacy, on the geomids that "It b og-
lieadly mpoemhila ke musdmis In o e one damenalon oi the e e, and that “dake-
[burlder Ehescry ... berves Boards of disvcions and ssscutives in llems wih meo principled o
tewion fxe prolibem solving [p 11}, 5ee e Menks and Minew (15883, g 230, OF course
ithils 1s onky an dssee  one fesls compelled o describe corporate goals in terms of “mask-
rrﬂrm‘ﬁammﬂ.‘lpri the Larguoge. ol madimiratbon becs mutberubical padads
can be wsed (o describe a deckle-making proces bassd on maxdimizetion. Bu oos ongan-
ftrstioon thearists belkees chat In practics, ioone knovwes what it mesns in mosimize esieess
ok so Ul iridiigsecs vl Ml Ig.'mnrg_ﬁjl.in!;lrg_pdiud Lk Lo L Tsksil
reach e e et and March (1063, on"satishicing.”

Shin 5. Jp "Moo Yok Peal Prestdies Chidas CECh o Hafty Comprensat o Mle Doneagh
Urges Cfficbats s st Thaotr Py, Citigg Veears: of Chattadd Gaatres,” Wht Sorer fnemat Sem 12,
A2, p A2

ey Lol freorms einta fen G Sbrwerm. Wby o Thimse CECh Srvaliogs? Mamsi B ol Anabysts
Stecwws That Top Execvtrvis Rarely Falt Siaveheldivs’ Francial Patn List foar” 5] o,
March 25,

Sew lp, mipra noce A0,

*DhuntagYeants Suock Oprions Ripriced,” faim Saach Four, Ape T,

Fraisd chunpes were brought aganst Dunlap b the Securitiis and Exchange Commission
(5] . aned ma meeroas shareiokders Med Levaiits ster the sooounting manipalation were
remeralar sl Swmbeam s share price codlapssd In 15958, Thess charpe ware firallhy ss=tiled n
carly Sepornber, PO, when Dunlap agresd v pey ow LED 15 million s setde the share
ke siin, and S50 000 oo secile thes Tramd Charpes. ]:ll'u:.pwu aley permenenihy banned
by thie 5EC T avenr sl gy o an oficlsl of o public :ln'rq:.r!r.f- M. Schrvader, 'D'l.u'lq:-
Sertes Fraea Cruspes wih the SEC," Mt Straet fouresd, Sepr b, B00Z, p. C-1

Evirs shsrehobdin paimacy atheocate Wichod forsen and hes collegaaes have conme aoand o
ihe= vieaw thal corporaie managers Soukd not perses shor -ieorm dherehold st value maxi-
imization, noting raal " cuervalwed sinck o be = damaging e longsrum Sealth of 3 com-
ey s i indervalued stock,” and warnieg of the dangers of the sar g cipectati ons
garmes. Sen Fudler and Jenssn (AL This concession. it shald be noted . serioushy sndemines

thﬂ andd others pode nithe lm]uqu:uhﬂﬂl lskseorm ry oo Lhe gresncky
tht dhay o] shivetisldins of Ligget Brvis s lerasdians gak on el el

Exoeitives at companies that v re sompeting with WeeldCom repornid sach pressunes o
ithee Vewe bk T, “Chur performance did not quite compare and we were Blaming our-

mahves” s Sprint chiel axecuthes Willlam T Farey, See 5, Schitesal, “Trvieg o Caich
Vel oo Mirage, ™ Mook Jimmm, Jumw 30, 202 B 3, e |
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Stnm (P07 noves thai svem 1F Babchuk, Cosies, snel Subeseronlan are eorract thor the
comnbiration of wigggvsial boads azal poben pills reluces e ceterns to sl of
companies £ hai become takeover targeis dhie does noi imply thet e presenee of takeover
deeress b g Dieen e Baad Tor shasleddacs. Tha pmﬂn‘nhlﬂﬂlhr.llﬂ ol . v e
anlky the effect of the tlkeover defermes e o, once the fiom bas beoome & akeover rget,
arel Uhary [l By rewaserw Lha polaniisl a snis bearsd Lo e e el B sherabolders rom
haretig thee e i place, Takoover definses may entbance o finm s abdicy 1o aiteecy b man
caplial ared aiher msoencs, Tor ey, psdsely becams By mole the lom b il
tor b Lk over and Beoken up. Soee tscussion Below of dh impor e of "o produc-
Ehlrhl:ﬂl'FH'Il.hI.

See clies supra, sote .

Baintridge (A7 coined the plras “direcior prmacy.”

Fex & wmTETAry r‘ﬂ-dTurhn{m'l'I:HEFlnh'pmm-pcrﬂ.lp-m o E-I.E
{00 For o senvmary of the corporats governasee aotradties of Cal'ERS, see Cal' ERS
ks b ot M&lﬁ-nmn@fﬁmnﬂmqﬁ-h the wels sites o the
Conneil of Ireenumonal Lovesiocs, atwwsecll.oqg coep_goverssnce. himn, and of the
Cortit, chaphis B i this volamee. For anessmple of rolatresly intnustve isgeagonent by i et
tuthorad sharsbolder in morporste goeernance. ses B, Orwall, *Porum o Aisoas [Haney
Iivemstos 1o A Do, Pl Serset fovrmad, Sepi 12, 3002, g A6, oot that Prosdenee
Capial o [ew York was planning s host s mesting of inssivational ireestors fog the parpose
ol Tiead kg oriil theske lisgss i Uk ool osnmuiie prictioe ol Walr Disnsy Ca

kv dedenses dons mot supgort che belisl—oomaman smong legal academios—ihai
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Chairman MILLER. Dr. Scott.

STATEMENT OF DR. BRUCE R. SCOTT, PAUL WHITON
CHERINGTON PROFESSOR OF BUSINESS ADMINISTRATION,
HARVARD BUSINESS SCHOOL

Dr. Scorr. Thank you, Mr. Chairman. I teach at a business
school and started my studies looking at how firms are managed
and doing case writing here and in Europe and switched from that
to looking at those same ideas at the level of countries and saying
countries have strategies as well.

This has been a very lonely thing to be doing for the last 20
years. It really has. It has been completely out of touch with what
1s going on in most of organized economics. It is very strange to see
this beginning to be used as a set of terms and saying, we have
to think about it differently.

Having said that, what I would like to say to you is that if you
think about this problem in terms of globalization, you are never
going to get there. Globalization means you are integrating the
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markets, that is all. There is another way to look at it which is how
the countries are managed, which has something to do with what
you people on this Committee do all the time; and the operational
way to think about this is in terms of the government’s systems
that operate within all the countries. Capitalism is a system of gov-
ernance for economic affairs; democracy is the one that almost ev-
erybody uses for the political affairs. But you have got two govern-
ance systems that are working together that influence each other
all through this, and you need to begin to pick that up I think as
a way to see what you can do. It is very hard to do this, and cer-
tainly, teaching at a business school, most people simply turn off
and say, “It is too hard to do this. I can’t figure out how the pieces
fit together.”

So let me suggest there is a way to think about this that is sim-
ple enough that anybody can catch it very quickly. The analogy is
that organized competition in all the major sports is organized the
same way a capitalist system is in a country. It is a three-level sys-
tem that starts with a political authority. It depends upon which
one of those sports you like, but if it is football, it is the NFL. If
it is baseball, it is Major League Baseball. They operate as a polit-
ical authority. They operate—so that they can operate as a state.
Now, every one of these has the power to create the rules. They de-
cide who gets hired as the regulators and referees. You have a set
of institutions, the rules, the regulations, everything, which is ex-
actly the same as a capitalist system. I had somebody I was talking
with a couple of weeks ago about this who is a Canadian banker,
and he said, “Well, I am really uncomfortable about this notion of
regulation.” I asked, “Well, do you watch hockey?” “Yeah, of course
I watch hockey.” “How would it work if you had no referees?” “Un-
imaginable.” Well, it is the same thing. You can’t—and if you are
on Financial Services, Mr. Chairman, you must have had at least
the chance to think about what happens when we have the number
one regulator in the financial services sector say, “I really think the
private sector can do it without government.” That is how we got
to where we are. Football would work that way, hockey would work
that way, all of them would work that way if you don’t have rules,
the referees, and—most of what we focus on is the games. The
games and the sports correspond to the markets that you see in
capitalism.

Well, if I turn from the sports to capitalism, you just say, look,
it is the same three levels. You have a government, that is you in
this, the rules and then the market framework. And thinking about
it this way gives you something that is easy to work with. If you
have ever watched football, you have got to recognize that—and es-
pecially for the men—you end up saying, I have got to watch until
the last two minutes, you can’t tell who is going to win.

Yeah, but that is basically because the National Football League
organized and said, “We are going to split the television revenues
equally. Green Bay is going to have the same television revenues
as Los Angeles or Boston or anybody else. We are going to equalize
the revenues. Our function is close games. Close games get people
watching until the last of the game, and that is what sells the ad-
vertising revenue.”
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If T go to baseball, they have not done that yet. They have teams
that have five, six times the revenue of other teams. Football de-
cided that entertainment was best when the games were close. The
purpose of the capitalist system is very different, but the govern-
ance process is just exactly—I mean, this three-level governance
system works as a way to understand it.

Most of our attention, I think, in the description of how cap-
italism works, is built around the product markets. That is the part
we see, and that is the fruit stand, the automobile dealership,
whatever else. The really decisive things that distinguish one coun-
try from another are not in the product markets, they are in the
factor markets, meaning: How do you deal with land, how do you
deal with labor, how do you deal with financial capital, how do you
deal with intellectual property? And unlike the simple-minded
models that are used so much of the time where we assume that
we have got voluntary transactions among people that are con-
senting adults that have equal information, there is virtually no
way to get equal relations in the factor markets. You are dealing
with unequal power as well as unequal information.

All you have to do is think about somebody going to apply for a
job. The organization that you are applying to may be 100 people,
it may be 1,000 people, it may be 100,000 people. There just aren’t
equal relationships in there. You have to have rules and regula-
tions in how these things work to make it at all a plausible thing
in a democratic society. It can be done, but that is not the problem.
The problem is recognizing the fact that we are not dealing with
equal relationships, especially not in the factor markets.

Let me take this—I was just thinking just what you were talking
about with the competition and the model of it. This is a homely
little chart, a model of unregulated competition has existed for a
long time. The Brits had it in the Middle Ages. It is the common
pasture, and just imagine that we have got a bunch of poor people
that live in those little brown houses to the side of it, and we have
got one big house. And so the castle there has got his grounds, the
other folks don’t have much, but the other folks share the common.
They can take their goats or their cattle or whatever they are onto
the common, and if it is an unrestricted system, what happens is
you keep on adding cattle until you destroy the common. And peo-
ple understood that the way to do this was—and in the British
case, what they did was sell—privatize. And then we are going to
have somebody in control, and we won’t have the excessive usage
and in addition we will have people that will invest money to im-
pr}(l)ve it, to drain it, to change what we do from one crop to an-
other.

Well, this is a useful thing to think about because there really
are several ways to deal with this, but the easiest one to think
about is, that it is not an insoluble problem at all. All you’ve got
to do is have a fence around the common, have a gate, and have
somebody at the gate.

If the somebody at the gate is a legitimate gate keeper, he can
just say, “Look, you are on Mondays and Wednesdays and your
staff is on Tuesdays and Thursdays and this is all you can have.”
But, you got to have either legitimacy or you got to have coercive
power to manage the gate. Much the same thing is true when you
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are thinking about your global economy. That is exactly what the
circumstances are. The biggest of the common resources is not the
land for the grass. It is the savings of a society, it is the tech-
nologies of a society, and in my sense, above all, it is the legal
frameworks that are effectively the collective capital of the capi-
talist system. Just take as an example a country that joins Western
Europe at this stage, the EU. If you ask, what are the terms of
joining, the terms of joining are you must accept the whole frame-
work, and the whole framework used to mean a few hundred pages,
then a few thousand pages. Now a new member that joins Europe
has to sign on for 100,000 pages of regulation, and there is no dis-
cussion. You either sign up for it or you can’t belong. But, that is
the accumulated wisdom of somebody building this thing up over
a period of time. That is one of the most precious things that they
have.

If I take this and say what is it applied to the United States, the
United States was set up in an utterly unusual set of cir-
cumstances because the Constitution gave the right to charter
firms to the states. So, they start of with in effect 13 people, 13 or-
ganizations that can charter firms to compete in the market. And
then the right to regulate the competition was held by the Federal
Government. Well, it very quickly got us into a set of circumstances
as soon as we got the continental market, we began to have abuse
of the market just exactly like the folks grazing on the common.
And the most obvious abuse turned out to be companies trying to
have holding companies and quasi-monopolies. And they were pro-
hibited from doing that by every state until New Jersey changed
its law. And in 1888, New Jersey authorized holding companies,
and we have a rush to incorporate in New Jersey, then New York,
and then in Delaware; and you change the whole structure, both
of the firms and of competition in the United States, not by act of
Congress, but by the vote of a State legislature.

Congress tries to come back and find a way to deal with this, and
Theodore Roosevelt is the first one that I think really understood
what he was doing, saying, “We are going to have to create some-
thing that has a regulatory framework that corresponds to the
global market.” So they brought back the idea of the federal char-
ter. Federal charter was initially posed by Madison at the Constitu-
tional Convention, and people decided that if it had been put in the
Constitution, the chances were the Constitution would never have
been ratified. It would have symbolized too much power in the
hands of the Federal Government. So there was no federal charter.
You had initially 13—it is ineffective commons with 13 gates to
start with. As you go along it goes to 30, then 40, then 50. So you
have no regulation of who uses it. You have to have a regulatory
regime that has oversight over the whole thing, and Roosevelt rec-
ognized we didn’t have that. And so he and William Howard Taft
both proposed for over a period of about 11 years that they either
create a federal license or a federal charter which is the same
thing. And they can’t get it through. The hitch is when we got the
big companies, we ended up with big companies having enough
power to dominate State legislatures. State legislatures were ap-
pointing people who were not going to allow the regulation of the
firms.
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How about if I stop there?
[The prepared statement of Dr. Scott follows:]

PREPARED STATEMENT OF BRUCE R. ScoTT

U.S. Capitalism: a system of governance is challenged

Mr. Chairman and Members of the Committee:

I am a faculty member of the Harvard Business School, and have been for many
years. My initial field of study was in General Management, meaning the strategies
and governance of firms. I migrated from that field to its analog at the country level
in the 1960s while studying French attempts to formally plan their economic devel-
opment.

In recent years I have been working on a book entitled Capitalism, Democracy
and Development.® The title of the book is indicative of a shift in my own thinking
from a focus on substantive economic strategies of countries to a focus on the proc-
esses of governance. From my comparative case studies on countries it has gradu-
ally become clear to me that much of a nation’s economic strategy is embedded in
the institutions through which that particular nation is governed, and that the ex-
istence of institutions imply a certain strategy. For instance, deregulation in the
U.S. as practiced since 1980 was a strategy designed to promote efficiency but it
was also designed to favor capital at the expense of labor. Likewise, tolerance for
the omission of the cost of stock options from profit and loss statements was nomi-
nally a way to promote performance, but also implicitly a strategy for redistributing
wealth in favor of those with the power to secure grants of such options.

In this paper I will introduce several ideas from my book and then append some
pages of explanation from two chapters of the text.

Capitalism is a system of governance

If there is one idea that I would urge this committee to consider in its studies
of the offshoring process, it is to go beyond a focus on markets to consider how cap-
italism works as a system of governance for economic affairs. Markets are part of
that system of governance, with the invisible hand acting as an automatic form of
governance within the prescribed frameworks of the markets. But markets are only
part of the system, and a dependent part at that. All formal or organized markets
require laws, regulations and physical and social institutions for their
underpinnings. These laws and institutions are created through human agency and
as a result they are likely to differ in significant aspects from one nation to another.
These institutional variances imply that there are different variants of capitalism,
and this in turn implies that the so-called Anglo-American style of capitalism is but
one style. We should not assume that other countries are trying to be more like us
unless we have sound empirical research to so indicate. In the meantime, we should
pay close attention to the idea that capitalism is a system of governance where
other countries could have economic strategies quite different from our own.

Gabriel Almond, a professor of political science at Stanford and former president
of the American Political Science Association, called attention to this notion of cap-
italism as a system of governance when he wrote that the economy and the polity
are the two chief problem-solving systems of a society, interacting with and trans-
forming each other, as suggested in Slide number one. Almond’s idea was expressed
in an article in Political Science and Politics titled “Capitalism and Democracy” and
thus I understand “economy” and “polity” to more specifically reference “capitalism”
to “democracy,” respectively. Thus, in his view and mine as well, capitalism refers
to something very different from globalization—and if today you frame your inquiry
in terms of the former, meaning comparative capitalist systems, your inquiry may
take you in quite a different direction.

To explain: Globalization refers to the integration of markets, and market integra-
tion is being driven by very powerful forces such as declining transport costs and
trade barriers, as we all know. Firms operate within markets and are greatly influ-
enced by the forces of supply and demand that are manifested within them. Firms
must learn to adjust to those market forces if they are to survive, let alone prosper.
However, the market frameworks themselves are created, legitimated, monitored
and periodically modernized by government and not by economic actors. To frame
your inquiry in terms of how globalization works will risk ignoring how the markets

1Scheduled for publication later this year by Springer Verlag, Heidelberg.
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have been structured and how these structures determine the actual operations that
take place within the markets.

The market frameworks that facilitate and constrain economic activity are created
through legislatures; as a result, they reflect the relative power of different interest
groups in the political markets of legislatures at any point in time, as you all know
better than I. It is legislative markets that create the frameworks within which
firms operate, and the frameworks that underpin economic markets can be tilted to
favor capital versus labor or the reverse, producers versus consumers, lenders
versus creditors, and so on. The notion that the economic markets of capitalism
somehow reflect a benign set of circumstances where parties voluntarily come to-
gether to achieve mutually beneficial transactions may be an adequate description
of commerce at a roadside fruit and vegetable stand or a flea market, but not for
much of the transactional activity of a modern economy. This notion of a benign,
self regulating capitalism where almost all transactions are voluntary and therefore
mutually beneficial is based upon an unexamined assumption that the legislative
markets have done their job in a flawless way to begin with, which would be quite
remarkable if true. Thus, as a more realistic alternative I suggest that we see cap-
italism as a three level system of governance which is designed to mediate com-
merce among actors with different purposes, different access to information, and
radically different access to economic power as well.

Capitalism as a three level system of governance

Capitalism is a concept which has been used to describe processes of governance
that are partly political, partly legal and partly economic, and which interact in a
system or systems that continue to evolve through time. It is not surprising that
such a complex system has defied any standard definition for more than a century
and that many books that analyze capitalist development do not even attempt to
define it.2 Given this situation, I have found it very helpful to define capitalism rel-
ative to some much smaller, simpler and more tractable governance systems, nota-
bly those for organized sports Thus, as shown in Slide number two, I define cap-
italism as an indirect, three level system for the governance of economic activities
analogous to those used to govern team sports such as baseball, basketball, football
and hockey. As in the governance of these sports, the essential principle is that the
economic agents, like their analogs in sports, are free to use their powers as they
wish, whether as individuals or as members of a firm, so long as they stay within
the physical bounds of the competitive arena, and so long as they obey the rules
and regulations of their particular capitalist system. I spell these ideas out more
fully in three excerpts from Chapter 2 of my book, which are attached.

Crudely put, the three levels consist of the economic markets, the legal and other
institutions that underpin those markets, and the political level through which new
institutions are created and older ones maintained and modified. These three levels
permit the harnessing of human energy that is called forth through competition,
whether among sports teams, firms or individuals. The actions of the competitors
are coordinated in part by their own social organizations (teams or firms) and in
part by the rules, regulations and institutions that govern the competition, but in
any event not by an immediate hierarchical authority with or without a central
plan. Hence capitalism is an indirect system of governance, in contrast to one that
is governed directly through a hierarchy.

Slide number three shows the three level model in more detail, distinguishing the
factor markets (e.g., those for land, labor, capital and intellectual property) from
those for goods and services. The distinction is very important for two reasons.
First, historically speaking, it was the establishment of factor markets and not the
trade in product markets that was the hallmark of capitalism. While some scholars
have claimed that the Aztecs had “capitalism” before the Spanish arrived, I dis-
agree. In 1500 the Aztecs, like most of the known world, did not have free mobility
for land or labor; they had feudalism and even forced labor instead. Trade was com-
patible with feudalism but free mobility of land and labor were not. And, as we re-
member from Shakespeare’s Shylock, returns on financial capital were not seen to
be legitimate in Venice pre-1600.

The second reason for calling attention to the factor markets is that they are the
frameworks for the development and trade of resources, and thus a prime area
where a government can influence its developmental prospects. Governments can
favor saving versus consumption, for instance, and a number of East Asian nations
have had saving rates at more than twice the American level since World War II.

2Cf. Fernand Braudel, Civilization and Capitalism, 1400-1800, Volume 2, page 237 for some
of the history of definitions.
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This has allowed them to finance growth rates superior to ours without the need
to be open to foreign capital, for example in China in recent decades. Higher saving
rates can be achieved through restrictions on consumer credit, high down payments
on consumer durables such as housing, or mandatory payroll saving plans such as
those in Australia, Chile or Singapore, where money is automatically deducted from
paychecks and deposited in defined saving plans. In addition, countries can have
quite different distributions of incomes between wages and profits and can use wage
reductions as a preferred way to achieve a result similar to devaluation of the cur-
rency.

Capitalist countries that believe in an active role for government can have active,
government led or supported strategies, a concept that is quite alien to those who
think that completely decentralized decision-making is the sure route to optimal ef-
ficiency. For instance, government supported strategies can embark on attempts to
accelerate the acquisition, adaptation, and production of new, typically higher tech-
nology products instead of remaining specialized in existing products, (e.g., the Tai-
wanese government successfully invested in semiconductor manufactures starting
virtually from scratch).

Common property is key resource in most if not all capitalist systems

While capitalism is usually defined as a system based upon private property and
free enterprise, this is a remarkable oversimplification. As already noted, it is based
in part upon regulated enterprise and in part upon common access to certain re-
sources, such as air, water, light, and use of land for purposes of transportation.
Historically, capitalism was also associated with the abolition of common land for
grazing purposes in order to improve efficiencies. The choices in how to deal with
common resources can be seen in terms of a hypothetical common, symbolized in
the green area of Slide number 4.

When common land is left unfenced or unregulated, the situation is ripe for what
is known as “The Tragedy of the Common,” i.e., the tragedy that arises when eco-
nomic actors have unrestricted rights to the use of a common resource such as a
pasture.3 If unregulated, the actors (e.g., the farmers or shepherds) will have a tend-
ency to keep adding more animals to their herds until they cause the overgrazing
of the field and damage or even destroy it. Still more obviously, it will be difficult
for such a group of actors, if they act as individual competitors, to maintain the fer-
tility of the field let alone improve it, and thus it will be very difficult for them to
improve its productivity over time. Thus, the availability of a common resource is
a classic case where unregulated competition produces undesirable results.

However, it is also a problem which can be readily solved by putting a fence
around the field, adding a gate, and having someone lock and/or guard the gate.
Given an enclosed field, the agent in control of the gate can regulate the number
of users and/or their frequency of usage, thereby avoiding the over usage that would
destroy the usefulness of the field as a source of food. What this means is that the
so-called “tragedy of the common” is only a concern for an unregulated common. But
simple as it might sound to have a fence, a gate, a guard and some rules and regula-
tions that limit usage by the various actors, no regulatory framework can be ex-
pected to work unless it has been established by a legitimate political authority that
can back enforce its actions by coercive force if need be, unless it is one that starts
out with coercive force and without legitimacy.

This simple example illustrates some of the critical forces at the heart of what
is needed for effective regulation of any common resource, such as air, water, sun-
light or access to a right of way for travel. And solutions might seem simple, but
in reality they are not. In Britain, where the idea of enclosing the common has been
much studied, the common areas were privatized over several centuries, typically
by acts of Parliament, and typically by awarding the land in question to the nearby
manor or large landowner. Thus, the Enclosure Acts that were credited with im-
proving productivity through improved methods of farming were redistributing land
in favor of the rich while impoverishing most of their neighbors. In addition, these
same acts have been credited with creating the pauper class that helped energize
the workshops that preceded the Industrial Revolution and then the much larger
factories of the latter era.# Enclosing the common in a legitimate, effective, and so-
cially “just” or “democratic” way is therefore quite a difficult task for any political
authority to undertake.

These developments in Britain illustrate the close connection between the system
of economic governance and its political counterpart. The small landowners symbol-

3The name comes from a paper by Garrett Hardin, an eminent biologist.
4See Karl Polanyi, The Great Transformation, Beacon Press.
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ized by the small houses in Slide number 4 had no representation in Parliament
until late in the 19th century, by which time the Enclosure Movement was long
since over. Parliament was dominated by the great landowners even after the Great
Reform Bill of 1832, so the landowners could simply vote to grant themselves the
right to take the land legally.5 This illustrates one of the great risks of capitalism;
powerful people can use the system to appropriate common resources from their
neighbors, all in the name of greater efficiency through privatization. Power passes
back and forth between the economic system and the political, and concentrations
of power in either can subvert normal processes in the other. However, redistrib-
uting the land among the peasantry in the small brown houses is no sure answer
either. When tried in a number of countries, for example in Mexico when it broke
up its ejidos, it was a recipe for creating farming plots that were too small to be
viable, and thus it led to declining productivity and poverty.

Market frameworks as a key common asset of capitalism

In my view one of the great common assets of capitalism is hidden right in plain
sight. It is the market frameworks that underpin the various markets for factors
of production as well as trade in goods and services. These market frameworks are
expressed in laws, regulations, and, in many countries, the law books that explain
precedents from previous cases. Since these frameworks originate in legislatures
they are by definition common property. This is also the case for later supporting
regulations and court decisions. And, if a legislature has truly met Abraham Lin-
coln’s notion of governing the people for the people and not just by the people, then
it has created a form of commonwealth as surely as if it had voted to authorize new
schools or highways to benefit all, as expressed in Slide number 5.

The state and the firm

Firms have a somewhat different relationship to the state in the U.S. than in
many other industrial countries, and this difference is very germane to your inquiry
into the off-shoring of activities by U.S. firms. As noted in Slide number 6, in most
countries firms are chartered by a single authority speaking for the Nation. In con-
trast, in the U.S. the Constitution did not give the Federal Government this power
to charter firms, for fear that this power might make the central government appear
so powerful that the Constitution itself would be rejected during the ratification pro-
cedure. This meant that there were initially 13 gates (i.e., the 13 states at the time)
to the common of the U.S. market during the colonial and early federal era. This
governance structure suited the market of the time; transport costs were so high
that, once one was away from navigable water, the U.S. market amounted to some-
thing much closer to 13 distinct State markets and, indeed, many smaller markets
than to a single, national market. In these circumstances, a state was granting au-
thority to firms to operate in markets that might in reality be a good deal smaller
than a state and thus able to be managed by the regulatory power of the state in
question. U.S. states typically granted these early charters for public purposes, such
as for universities and canals, and, given their local monopoly power in chartering,
could accordingly ask for something in return. Since capital was scarce and corpora-
tions were rare until the early 19th century, few, if any, issues over firm power
arose. The corporation existed as a legal entity because of a grant of power from
the state and was at the same time accountable to the state and its chartering
standards.

As time passed and transport improved, trading radiuses grew larger, and there
were more and more requests for charters to establish a legal vehicle more perma-
nent than a partnership. At much the same time, the concept of limited liability was
developed, increasing the value of and demand for charters for incorporation even
more. In order to speed up the processing of such requests and reduce the corrup-
tion in the legislatures over who would be favored, the states gradually shifted to
“general charters” that notably lacked specific, public purposes. This movement to
the general charter without specific firm objectives and standards reduced the ap-
parent dependence of the firm on the state. Accordingly, legal doctrine gradually
evolved toward seeing the firm as the beneficiary of a free contract with the state
and, eventually, as a “free entity” altogether, as though firms and indeed capitalism
were born from and existed independent of the state.

What this meant was that by the 1870s, as the railroads linked regional markets
into a nationwide system, the Nation had 30-40 gates or states admitting firms to
the market. States competed for the funds generated by corporate taxes and thus

5For a fascinating and famous account of these events see Karl Polanyi, The Great Trans-
formation.
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raced to the bottom in issuing charters that granted generous terms to firms. It was
a case where unregulated competition was clearly not in the public interest. And
the clearest example came in 1888 when New Jersey decided to break ranks with
the other states and authorized its firms to create holding companies to buy or
merge with other (often rival) firms, no matter where these firms had been incor-
porated and no matter whether such growth would reduce industry competition. As
New York and eventually other states followed New Jersey’s lead, the gates to the
national market or common were opened wide to quasi-monopoly capitalism. The
following years were marked by a stampede of mergers and the creation of much
larger firms. Indeed, this change in New Jersey law would undermine almost all
regulation of firm behavior, facilitating a great change in the structure of U.S. firms
and industries, all of it aimed at larger size with the implication of much greater
economic power. And though this changed the nature of interstate commerce dra-
matically, the U.S. Congress had little or no say in the matter as it lacked the con-
stitutional right to intervene in the chartering process.

President Theodore Roosevelt understood this imbalance of power and attempted
to correct it by supporting proposals to create a federal right to charter or license
firms, as is discussed in the attached excerpt from Chapter 13. However, neither
he nor his successor, William Howard Taft, was successful. What this meant was
that the U.S. Government had little right to regulate its own market prior to the
passage of the 17th Amendment in 1914, an amendment which switched the selec-
tion of U.S. Senators away from State legislatures in favor of direct election. This
amendment was viewed as essential to establishing more adequate power in Wash-
ington to regulate the national market. Thanks to their extraordinary influence in
State legislatures, the big firms had been able to ensure the appointment of enough
Senators friendly to their interests to dramatically limit the regulatory powers of
the Federal Government. Thus, the U.S. market had become much like the unregu-
lated common discussed earlier, except that the agents taking advantage of the situ-
ation were firms advised by lawyers and not poor shepherds or goat herds, as sug-
gested in Slide number 7.

Today’s global economy is much like the U.S. in the later 19th century

In today’s economy, nations and states charter firms to compete in a global com-
mon, but no chartering authority exists that wields the political power to impose
rules on these global markets. While there are rules for trade, the chartering of fi-
nancial firms in particular invites a race to the bottom to escape taxes as well as
regulations. At the same time, some countries are imposing conditions on foreign
firms as a condition for doing business in their countries. This issue is particularly
important in the case of a few very large countries, notably China. These countries,
with priorities that favor rapid growth, are using national power to partner with
U.S. firms on the condition that the latter move some of their activities to China.
These countries are behaving much the way New Jersey did in an earlier era, tak-
ing advantage of an inadequately regulated common.

In light of the inadequate regulation of the global markets for capital and tech-
nology movements, I suggest that you consider reopening the question of a federal
charter or license for U.S. firms as a way to specify certain requirements for behav-
ior. For instance, a federal charter might state that any U.S. firms may choose to
work for stakeholder interests if they so choose, a choice that they already have,
in fact, but often seem to not be aware of. This would be a weak form of guidance.
I think it would be better to consider the establishment of a mandatory standard
of stakeholder welfare. In addition to the fact that it would put U.S. firms more
nearly in step with some of the major European countries in this respect, I believe
it would be a healthy step in its own right, in that it would help limit the steadily
increasing inequalities of income in this country. And, as another possible standard,
there could be a mandate that any incentive compensation, other than that taking
the form of restricted stock that is held for at least five years, would be subject to
a very high rate of taxation, so as to more nearly align managerial incentives with
those of shareholders.

Incentive compensation systems should have a downside risk as well as upside po-
tential, and the only way to achieve this will be by uniform regulation; otherwise,
any firms that did so voluntarily would risk a loss of key employees. The incentives
in our market framework have become very problematic in encouraging CEOs to
take risks in circumstances where they are not subject to comparable down side con-
sequences if they fail. The costs of failure are borne by shareholders, lower level em-
ployees and, on occasion, by taxpayers. Our market frameworks, like the pastoral
common of old, need regulatory standards to reduce the likelihood of opportunistic
behavior that inflicts losses on other users of the same common.

Thank you.
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Capitalism as a System of Governance
introduction

Capitalism, as | use the term, is an indirect system of governance for economic relationships.
These economic relationships are mediated in the first instance through markets, both the product
markets {for goods and services) and the factor markets {for land, labor, technologies and capital).
However, they are also indirectly mediated by a political authority, usually a government, which
establishes an institutional framework to underpin and regulate these markets; economic actors are
allowed to exercise power to freely transact their business with one another so long as they obey the
established laws and regulations, Capitalism in this way contrasts with other forms of governance based
upon direct hierarchical control by a political authority, such as systems of centralized planning and
contro! and/or state ownership of property,

As an indirect form of governance, capitalism creates a commercial “common” where many
actors have rights to compete for access to a set of resources and also for the ability to sell these
resources in a set of markets, all in a context where other actors have similar rights and responsibilities.
Historically, the traditional common was a pasture where many farmers or shepherds could share the
right to graze their animals and where there was little by way of a formal structure of governance,
Absent a potitical authority to ensure such governance, it was difficult to get the economit actors to
fimit their usage of the common and also difficult to get them to accept their fair share of the
responsibilities for its maintenance let alone its improvement. Thus, an inadequately regulated
agricultural common could be abused by some of the actors, for example by allowing their animals to
over-graze and damage the land to the disadvantage of all of the economic actors, while lack of a system
for improvement could limit any gains in productivity from this resource.

The commercial common had a different history, with its origins in a governance system for a
much less tangible resource, the market frameworks themselves. Formalization of rules was key to the
development of this common resource, which might initially entall little more than providing a
legitimate source of authority to enforce a set of standards for the trade of goods and services, as
already agreed among the economic actors themselves. Over time, this commercial common gradually
and naturally took on a physical as well as an intangible reality as it became important to have roads for
travel, designated places for trade, physical protection of the economic actors from thieves, perhaps
including unscrupulous tax cotiectors, and a means for adjudicating disputes. However, this commercial
common became something quite different when it was extended from the product markets to the
factor markets, i.e., the markets for land, labor, technologies and capital. Typically the deepening of the
commercial common to include the factor markets required dramatic changes in power relationships,
for example to free serfs from their feudal obligations and allow them to instead work for wages. The

! Garrett Hardin, an eminent biologist, wrote a famous paper on The Tragedy of the Commons, only o recognize
later that the tragedy came not from the concept of the common per se but from the lack of effective regulation in
how it was used, maintained, and developed through time. Cf. Hardin, The Tragedy of the Common,

1
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same was true for freeing land from feudal contractuai obligations and for granting permission to amass
power through legal vehicles such as firms. Mareover, the deepening of the commercial commons to
include the factor markets often required violent change through conguest or revolution. As a result, it
did not happen gradually the world over, but rather took place in some locations centuries before
others, a situation that | explore in Chapter 5. The experiences of North America and South America in
the period 1500-1800 provide a particular contrast, a situation that | explore in Chapters 6 and 7.

Prior to the advent of long distance trade, circa 1500, people all over the world were able to
manage their local physical commons because they were small enough that the economic actors could
see the damage that resuited from over-hunting or over-grazing, govern themselves accordingly, and
inevitably suffer the consequences because trade was so limited. Opening relatively isolated
communities and markets to trade and specialization led to the destruction of many such commons, as
well as to a loss of social cohesion in those smaller, more rustic communities. A similar problem remains
today, albeit on a much larger scale. Successful globalization depends upon successful regulation of a
global common, including successful regulation of atmospheric pollutants and the harvesting of marine
life. While excessive regulation has stifled many economies for long periods, inadequate regulation is
also a threat to effective decentralized decision-making throughout the global common. Abuse of the
common is an ever present temptation that goes with economic freedom, Effective use of a commercial
common, as weil as its effective protection from abuse, depends upon the maintenance of an effective
system of economic governance and, for all practical purposes, today that means governance through a
capitalist system.

To say that the economic actors who use a commercial common must obey the laws and rules
established by government implies that capitalism is a three level system: the markets that constitute
level one are underpinned by institutions, including laws and regulations, that constitute level two, and
these faws, regulations and other institutions are created, legitimated, enforced and periodically
modernized by a political authority that constitutes level three. Voluntary trade by autonomous actors
in product markets is an emblematic feature of capitalism, but these seemingly voluntary and private
actions exist in one part of one level of a three level system. Unless one has free mobility in the markets
for land, labor and capital, and the other two levels are incorporated in the definition of capitalism, any
analysis of how it works, and especially of how it develops through time will be grossly oversimplified
and inevitably distorted as well,

Capitalism needs to be distinguished from two other contemporary systems of governance for
economic relationships and also from two other systems that have largely disappeared. One
contemporary alternative is based upon direct control of human and other resources through a
hierarchy that is backed by the coercive powers of a state, as in the former Soviet Union. The second is
a largely if not completely informal economic system, where self-sufficiency, perhaps among family
units, is still practiced and there is only a modest degree of specialization or trade. In such cases the
rules for property ownership and trade are informal, and there is no recognized coercive authority to
enforce them. Historically this latter form of organization characterized many indigenous peoples, and it
still has scattered exemplars today. Two other forms of organization have become largely or completely

2
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obsolete, at least at the societal level, i.e., slavery and feudalism. Slavery has a iong history and was
important as recently as the mid-nineteenth century, and it will figure in our story of the early
development of the western hemisphere. Feudalism, though largely extinct, has had a much more
important role in economic history, and indeed capitalism emerged from centuries of feudalism in
Europe in the period 1400-1800. There is much to be learned from how and why capitalism emerged in
Europe and North America long before it emerged in Latin America.

This chapter builds from the definition of capitalism set out in the opening paragraph above, and
elaborated upon in the next section, to explain how and why government shapes markets as well as
regulating the commerce with them. Once | have established my own concept of capitafism, | will
compare it with that of Milton Friedman because Friedman’s concept has been very influential in
mainstream economics as well as in policy making. The differences between his definition and mine are
fundamental to the narrative of this book. As a way to familiarize the reader with my three level
framework, | will compare it with its counterpart in sports. Whereas informal sports are analogous to
market definitions based upon voluntary bilateral transactions, organized sports can only be understood
in terms of a three level framework where the rules and other institutions emanate from a political
authority that has been endowed with coercive power. Foliowing this comparison { will describe each of
the three levels separately and briefly illustrate their respective dynamics.

The main thrust of this chapter is devoted to how capitalism works as a three level system in
which the visible hand of government plays a crucial role in defining and periodically reshaping property
rights and permissible behavior in market frameworks. | wilt discuss each level in turn, Then, with the
parts and relationships of the system identified, I will switch to looking at this system from the point of
view of the principal economic actor, the firm. With this change of perspective, we will see that firms as
well as governments have a coordinating role in a capitalist system. They play such a role when they
develop products, produce them and plan their distribution, whether on a local or global scale. Asa
result, capitalism has three essential coordinating mechanisms and not that of the familiar invisible
hand. Furthermore, two of these three coordinating mechanisms will be seen to involve human agency;
only the familiar invisible hand of the pricing mechanism operates automatically without explicit,
planned human agency. This makes the study of capitalism a subject of much broader scope and more
varied dynamics than the study of supply and demand in markets.

Capitalism defined

Capitailism, as | use the term, is an indirect system of governance for formalized economic
relations in a geographic area where a political authority has empowered economic actors, usually in the
private sector, to own and control the use of resources for private gain subject to a set of laws and
regulations. While the economic actors are aliowed to own various kinds of resources they are not
allowed to own certain common resources such as the sunlight, air and large bodies of water, or the
market frameworks. The institutions that underlie a capitalist economy, such as laws and regulation,
infrastructure and certain public services, typically belong to society as a whole, and the rules regulating
them are backed by the coercive powers of a state, a condition often not found supporting the rules of

3
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the ancient common. Thus, within the rules of a capitalist framework, workers are free to change jobs
in search for higher wages, capital is free to move in search a higher return, and both labor and capital
are free to enter and exit from various lines of business. It is an indirect system of governance in that it
recognizes that a decentralized system of decision making can spontaneously facilitate an improved and
perhaps optimal use of resources for society as a whole through the operation of markets, as Adam
Smith recognized long ago. Formal markets facilitate the aggregation and matching of supply and
demand; the price mechanism serves to balance these opposing forces; the profit motive serves to
allocate opportunities and resources among competing suppliers; and self interest serves to allocate
human resources across various occupations as well between work and leisure time.

Government’s primary mode of intervention in a capitalist system is indirect, through
formulation and enforcement of the laws and regulations that guide behavior as well as through
provision of certain common resources. Nevertheless, the actions of government inevitably imply a
strategic tilt to the various market frameworks; they tilt toward capital or labor, investors or creditors,
producers or consumers, and so on. The market frameworks are thus shaped by government, and that
shaping can be based upon quite different policy priorities, from protecting the status quo to the
promotion of growth and development. These same market frameworks can accept more or less risk as
well as more or less tilting for or against particular classes of economic actors {producers or consumers,
etc.). Governments specify the responsibilities of the various participants in these transactions, e.g., for
the safety and serviceability of the products and the conditions under which they are produced and
distributed.

Thus, the actions of government, whether indirect or direct, inevitably imply a strategy, though
this strategy is often largely implicit rather than overt. in addition, this strategy Is typically created
gradually over time rather than as a grand plan, and typically involves the inputs of many people with
competing ideas.

What exactly are market frameworks? Market frameworks define what property is and what
rights belong to its owners; in addition they define permissible behavior as the parties interact with one
another, such as in prohibiting price fixing but allowing discount pricing. In addition, market frameworks
provide certain elements of the physical and social infrastructure that may be used in common by
economic actors as foundations for their activities, whether in production or trade. For example, if one
is considering bidding for an empty piece of fand, the bid price wili be influenced by the market
framework as well as by the bids of other actors. The market framework spelis out what property rights
go with the piece of land. Can one build upon it? Can one only build a residential structure, or would a
commercial or industrial structure be allowed? Can one build right to the lot line, or is there a minimum
setback? Can one build to any height, with any mass in terms of cubic feet, with any architectural style?
Are subsurface mineral rights included? The applicable property rights are established by various
political authorities and, in the case of the US, are often established by local zoning boards. In Europe
many of these same rights are established and administered by provincial or even national
governments. These rights affect the potential value of the property for all bidders, and the bidding
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takes place within the framework that is so established. Furthermore, government reserves the right to
change the frameworks from time to time as societal priorities change.

Capitalism relies upon government to establish the laws and regulations so that they take
account of all appropriate societal costs and benefits. Some costs are difficult to include in market
frameworks, as, for example, the costs of pollution of the air or water. Where such costs have not been
included, typically because powerful interests resist their inclusion, they are said to be externalities and
a type of market fallure. This most basic kind of market failure cannot normally be addressed by
economic actors alone and will not normally be cured by market forces; instead, it is best understood as
a political failure. In addition, however, there are many situations where factor markets arrive at prices
that may reflect private bargaining power and even coercive power, rather than mutually beneficial
transactions arrived at voluntarily. Wages for low-skilled labor in a period of high employment and
immigration would be an example. This same labor market might work quite differently if there were
higher employment, fewer immigrants and/or greater protection for collective bargaining by labor. In
such circumstances, ane can hardly claim that the pricing mechanism yields outcomes that are optimal
for society. Also in such circumstances, supply and demand reflect power relationships and, again,
political considerations. When organized economics narrows its focus to the analysis of supply and
demand within existing market frameworks, it is implicitly assuming that externalities (political and well
as physical) are more the exception than the rule, an assumption that tends to bypass political power
relationships in the markets while crediting government with remarkable powers of analysis and
concern for public welfare that strain credulity.

ke s ok ok s ot ok ok o ok ok ko ok Kk SR SRR SR OR R

Organized sports as an analog to capitalism

Organized sports provide a useful analogy to capitalism because they are much simpler systems.
Milton Friedman has used this analogy; he compares the “day-to-day activities of people” to the
“actions of the participants in a game when they are playing it” and likens the “general customary and
legal framework” within which these activities take place to “the rules of the game they play.”
However, his model contains what 1 believe to be some significant oversights, including the omission of
any specification of a political process for its governance or any notice of cumulative advantage in
capitalism. Instead, he emphasizes the voluntary nature of submission to rules and conditions in both
sports and society. While asserting the need for agreement to the rules or conditions, as well as the
need for a system of arbitration {e.g.,, the umpire or government), Friedman ascribes the source of these
rules and conditions to the “unintended outcome of custom, accepted unthinkingly” and claims that “no
set of rules can prevail unless most participants most of the time conform to them without external
sanctions.”?

% Milton Friedman, Capitalism and Freedom, 40" anniversary edition (Chicago: University of Chicago Press, 1962),
25.
* Friedman, 25.
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Friedman concludes his analogy: “These then are the basic roles of government in a free society:
to provide a means whereby we can modify the rules, to mediate differences among us on the meaning
of the rules, and to enforce compliance with the rules on the part of those few who would otherwise not
play the game.”* | agree with Friedman’s fist as far as it goes, but he fails to tell us much of anything
about what shape the market frameworks take, which interests they might favor, where the rules come
from or how they are modernized. To say that they are the unintended outcomes of custom makes it
sound as though the outcomes are almost as cbvious as natural laws where “most participants most of
the time conform.” It is a return to the notion that government has discharged its responsibilities with
“easy taxes and a tolerable administration of justice,” a position that dismisses government as too
unimportant to merit attention. It is a position that attracts the loyalty of many wha like its ideological
implications and are not even aware of the oversights involved. Unfortunately, it helps sustain those
who wish to use economic reasoning {o help refashion the law and, in my view, is politics masquerading
as economics.

Economic actors, if left “free” to exercise their powers in a so-called free enterprise context, can
corrupt government, thereby suborning democracy in favor of oligarchy. Government is not alone in its
capacity to abuse power. Given a chance, the private sector will abuse its powers so that markets work
for the few and not the many. Government must restrain and regulate those with private power and
fulfilt its responsibilities to protect the citizenry, i.e., to provide tolerable law enforcement. n addition,
capitalism requires that government play a positive role in providing the public goods for which it is
responsible, goods without which most people cannot expect to take advantage of the opportunities
that capitalism can provide.

From this enumeration of the essential roles of government, it should be clear that the politicat
realm cannot be cleanly separated from the economic. Anyone who defines capitalism or analyzes
capitalist development must take account of the way in which power earned in the economy can be
used to influence political decisions. In this respect capitalism is quite distinct from organized sports, a
point that Friedman missed. Indeed, the misuse of the analogy hides some of the weaknesses of
capitalism. in organized sports the teams are normally of equal size, much as in the model of atomistic
competition. However, in capitalism one firm may be ten times, a hundred times, or a thousand the size
of another. Capitalism can support oligarchy, even a corrupt oligarchy, and in such a case it is not the
guarantor of the freedoms that Friedman claims for it. Those claims cannot be expected to be justified
unless civil society is alert to the unequal distribution of power within the system, particularly to the
distribution of political power, and actively demands reform. Laws do not make themselves nor enforce
themselves. Unless there is demand for enforcement it will not normally happen. On all of this
Friedman is silent. While we can begin a process of examining power relationships in a capitalist
economy immediately, it will require the remainder of this chapter and the next two in order to
establish the scope and interplay of the linkages between economic and political power.

* Friedman, 25.
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All organized sports can be understcod as three-fevel systems, as suggested in Figure 2.2. The
first level is the game itself, in which athletes compete with one another, whether as individuais or as
teams. This competition is usually the focus of audience attention; we are concerned to see who wins
or foses as well as how the game is played. Organized sports are not played in back alleys or out in the
tali weeds, nor at random times among random assortments of athletes. Rather, the actual competition
usually unfolds in carefully marked-out areas, at specific times, under the supervision of a set of
referees. The use of an explicit setting and set of rules for sports parallels capitalism’s nascent
beginnings in the late middle ages, when it was confined to specifically designated market locations and
market days and was often carried out according to a prescribed set of rules, usually under the direct
supervision of duly chartered guilds of registered tradesmen. Unorganized sports are like the informal
economy in Figure 2.1.

The infrastructure that guides the first-level game, then, is created and maintained by the
administrative and regulatory officials who comprise the second level. More specifically, these agents
demarcate the field, specify the rules of play and the scoring system, and monitor the play. These
agents organize and legitimate the competition and ensure that it is carried out on a level playing fietd,
with no unfair advantages permitted.

Figure 2.2. Organized sports operate on three levels

Organized Sports Organized Football {i.e., Soccer)
The political The International
. Federation of
authority
Amateur Football
\4 Y
Institutional Regulations &
foundations Referees, etc.
\d v
The games Football games

But how do these institutional foundations arise and achieve legitimacy? In organized sports—
as in capitalism—a third level is required to complete the system. It is comprised of a political authority
with the power to decide the rules, such as who is eligible to compete, the time and location of the
games, and the technologies that may be used. In professional sports the political authority may also

7
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have the power to set the terms and conditions for the distribution of certain revenues among
participating teams, a power that can be exercised to limit disparities in incomes by team, thus curtailing
the relative power of one or a few teams to dominate the sport year after year.”

The Olympics are organized as individual sports under the auspices of an umbrella organization,
a slight variant from the diagram above. International football is organized in the usual pattern, where
the International Federation of Amateur Football, or FIFA as it is known in France, establishes the rules
and hires the judges to monitor competition. US professional football is organized under the auspices of
the National Football League (NFL) in a similar structure.

in sports, as indeed in capitalism, political authorities play two distinct roles: one administrative,
in maintaining the existing system of playing fields and enforcing the existing rules, and the second
entrepreneurial, in mobilizing power to win the needed votes in the legislature in order to admit new
teams, change the locations or timing of competition, change the rules and regulations, and change the
distribution of revenues. Every time a political authority wishes to enact change, its leaders must
mobilize enough power to overcome the forces that wish to protect the status quo. in organized sporis
the political leaders may have gained their position of power through purchasing a league franchise to
own a professional team. While they typically operate through political bodies {e.g., an executive and a
legislature), the members of the league’s legislature own their seats and typicalily are not accountable to
an independent electorate. in addition, the entrepreneurial aspect of teams exercising political power
in organized sports is very different from that of firms exercising political power in democratic
capitalism, insofar as the political authorities for most organized sports operate under a grant of
immunity from antitrust laws, which allows them to govern their league much like a state. Teams in a
sports league can sit together as a legislature to revise the rules of play, admit a new team to the league,
and even legislate a split of revenues if they wish {e.g., television revenues). Firms can mobitize lobbying
power through trade associations but are not usually permitted to controt entry to their industry or to
split revenues let alone rig prices.

Capitalism, too, can be viewed as a three-level system, as suggested in Figure 2.3, On the first
level consisting of markets, firms compete to secure their labor and capital as well as to serve their
customers. And, as with sports, individuals and firms mobilize and apply energy to achieve their goals,
some following distinctive strategies and others playing it safe with a “me too” strategy. The second
level consists of the basic institutional foundations, including physicat and social infrastructure. Physical
infrastructure includes, among other things, transportation and communications; social infrastructure
includes the educational, pubiic heaith, and legal systems. In addition, the second level contains the
agents of the state who enforce the rules and regulations, including specialized regulators who oversee
behavior in certain industries, such as those that deal with food and drugs or transportation as well as
those who protect societal resources such as the physical environment or safety in the workplace. The

* In the United States, the National Football League is widely recognized as the most socialistic of the organized
sports because the league authorities have the power to distribute their television revenues approximately equally
among teams despite the difference in the markets which they directly serve.
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third level consists of a political authority—typically one with specialized functions such as executive,
legislative, and judicial branches. In turn, a set of political institutions connects the political authority to
the political markets (i.e., elections, which may be more or less democratic) and eventually to civil
society, to which the political authority is ultimately accountable. 1 will connect the economic and
political systems in greater detail in the next chapter.

Thus far | have emphasized that organized sports and capitalism are similar systems that
operate on three levels. But while there are many similarities between organized sports and capitalism,
there are some crucial differences, most of which stem from fundamental differences in the respective
purposes of the two systems. The purpose of organized sports is to facilitate periodic competition
among athletes, whether as individuals or as teams, both to encourage and recognize athietic excellence
and to provide entertainment for the public. To this end, each sporting contest starts anew with a
“hlank slate” or scoreboard, teams are of equal size, and the advantages gained by a team during a
game or a season are forfeited at the end of a season or year. In addition, and crucially, the entry of new
teams is controlled by a system of franchises that may only be granted by a sporting authority that acts
under an antitrust exemption and thus has sovereignty over its sporting league, like a state.

Figure 2.3, Capitalism as a three level system

Political Authority

Institutional
Foundations

A

Economic Markets

Capitalism, in its various forms, facilitates the productive use of societal resources in order to
meet consumer needs in the short run and raise the standard of living through time. As a result, its
regulatory frameworks give priority to promoting productivity rather than to the fine points of
equalizing competitive resources on a given day or during a given season. At the same time, with rare
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exceptions, capitalism is regulated after the fact and not in real time the way organized sports are. The
regulators do not stop the play to assess a foul, nor do they halt the competition to examine a
controversial event via “instant replay.” The economy moves on, and disputes are settled after the fact,
in court if need be.

Since economies of scale enhance productivity, it follows that capitalism generally permits the
accumulation of advantages, subject to certain exceptions and certain limits on acceptable behavior. it
also follows that capitalism permits “teams”—i.e., firms—of radically different sizes to enter and exit
industries without the approval of other participants. Likewise, it permits the entry of new competitors
with new technologies that may give them an advantage over all other competitors. As a result,
capitalism permits and encourages multifaceted competition among firms of different sizes using
different resources on more than a single playing field {or industry) at a time.

The concept of the level playing field is used almost as much in capitalism as in sports, but
capitalist competition, though regulated, is not designed to unfold between teams that are equal, nor
circumstances that must be “level.” Advantages, such as a playing field tilted in one’s favor, become
possible scurces of additional—and potentially cumulative—advantages. In the terms of our analogy,
the “scoreboard” of capitalist competition is never wiped clean; “points” or firm advantages carry over
from one competition to the next. And since capitalism is designed to promote productivity, it can be
expected to promote inequalities of income and wealth, and first movers in a technology may keep their
advantages for decades. Capitalist competition is for keeps, not for sport.

As referenced in the introduction to this chapter, prices coordinate decisions in terms of supply
and demand for all manner of goods and services. In addition, they coordinate supply and demand in
factor markets such as those for labor, capital, technology, and, most recently, knowledge.® This
suggests that we need a more detailed mode! of capitalism that recognizes different types of markets
and the roles of various economic actors. And it also suggests that we need a model that adds ather
elements to each of the levels in the system.

sk o oo sk K o RO KR R R KRR R

Market frameworks differ from one country to another

Differences in the market frameworks of product markets can be illustrated by the relative
prices of gasoline and pharmaceuticals between Europe and the United States in Figure 2.8. Differences
in gasoline prices, as represented in stylized form by Figure 2.8, are accounted for largely by differences
in sales taxes among various countries. Thus, the United States has a much lower tax on gasoline than
its European counterparts.

% See David Warsh, Knowledge and the Wealth of Nations: A Story of Economic Discovery (New York: W. W.
Norton, 2006) on the new trend of regarding productive factors as people things and ideas.
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The Europeans have used the gasoline tax as a source of general revenues, while the US has
from the beginning earmarked gasoline taxes primarily for highway construction and maintenance, Asa
byproduct of these differences, the Europeans have relied on gasoline prices to induce the development
of more efficient automobiles, while the US has attempted to reduce gasoline consumption by
establishing regulatory standards of fuel economy for various classes of cars and trucks. Thus, when it
comes to promoting efficiency in the use of gasoline, the Europeans have taken a more market-oriented
approach than the United States.

Figure 2.8. Product market frameworks differ from one country to another
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When it comes to pharmaceuticals, the story is roughly the reverse. The facts are stark: the US,
virtually alone among developed countries, allows market pricing for drugs while most other developed
countries have price controls. This difference in pricing policies by country has led many European
pharmaceutical firms to shift important parts of their research activities to the United States, where
they have a much better opportunity to recover their research investments. In a sense, then, US
consumers are footing much of the bill for pharmaceutical research for the rest of the world. At the
same time, the US has developed a domestic health care system where much of the cost is borne by
employers. European competitors have an advantage in that their firms do not have comparable health
care costs because the latter are mostly borne by their respective governments.

Market frameworks can also affect relative factor costs. As shown in Figure 2.9, labor’s share of
national income {GDP) varies quite significantly across a sample of industrial countries, with Sweden at
the very top in the mid-1970s and ireland and New Zealand falling toward the bottom as the 1990s
progressed. Labor’s share of income is almost the reverse of that accruing to capital. Sweden’s high
share for labor meant that it had a low share for capital, i.e., low profitability for its firms. This made
investment in Sweden relatively unattractive in the 1970s and 1980s, and when Sweden opened its
capital market as a precondition for joining the European Monetary System at the end of the 1980s, it
suffered capital flight and a financial crisis.

11
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Figure 2.10. Alternative Playing Fields: Level and Tilted

| —— N | R | ’ <> Sand Trap

A

IS ’\L_]f

Playing Field tilted for Playing Field tilted for
policy-based reasons private advantage

Level Playing Field

The notion of a level playing field is a much-used sporting metaphor, and for good reason. The
purpose of a sport is to have a fair contest among teams that are supposed to have relatively equal
chances. Capitalism, on the other hand, is intended as a way to release human energy while channeling
it 50 as to raise productivity. In this latter context a field or market can be “tilted” in a number of ways
for public policy reasons, and this tilt can give an advantage to some firms or industries over others.
Whereas a normal football (soccer) field is rectangular, with the centerline in the middle, it could easily
be modified to favor the team at the south end by making the fieid—and the width of the goal-—smaller
at that end and thus easier to defend. In addition, the midfield line could be moved to the north side,
making it easier for the south team to score on the north. Any of these changes would be obvious
distortions in a sporting contest and, arguably, pointless because the teams could be expected to switch
ends during the games. Such modifications can, however, be introduced and maintained in market
frameworks in order to favor particular interests for a specified period or even indefinitely. For
example, the south end of the field could be given to debtors versus creditors, producers versus
consumers, or capital versus labor, depending upon the purpose of the intervention. This tilt might
resuit from lobbying behind closed doors where one interest group wins out over others, using its
econamic power for private advantage. | have added a field with a “sand trap,” borrowed from a golf
course, to symbolize distortions introduced to favor private as opposed to public interests. Obviously
there can be mixed cases and cases in which the propanents of private gains try to masquerade as
public-spirited citizens.

The cumulative nature of the gains in a capitalist system can easily tempt firms to exert
considerable effort to achieve, retain, and perhaps even enlarge their special advantages in market
frameworks, even as they claim to be engaged in the constant search for a level playing field. In

13
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addition, high incentive compensation can be expected to increase the temptation for and ability of
firms to use their economic power to lobby legislators and regulators for special advantages. Thus, the
first two levels in the capitalist system are inseparably interrelated. And when we add level three, we
will see that it provides the avenue through which economic power gained through competition in level
one can be used to secure regulatory advantages at level two. A tilted playing field alters the market
frameworks in which decentralized decision-making takes place, whether or not these changes are
congruent with the public good.

14
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The Transformation of U.S. Capitalism and Democracy: 1830-1930
introduction

In the course of the 19" century, U.S. leaders developed the institutions of their capitalism and
their democracy in a rush to exploit the unparalleled opportunities afforded by their rich and lightly
inhabited continent. As this happened they confronted two imbalances of power, one economic and
the other political. The economic imbalance was that the new firms spawned by the Industrial
Revolution, the very engines of economic growth and a rising standard of living, embodied a form of
economic power based on the new technologies of the industrial revolution so that absolutely dwarfed
the older firms based upon much simpler technologies, smaller scale, and atomistic competition. Were
the new firms a natural outgrowth of capitalism, a form of innovation that should be encouraged as
natural and perhaps essential, or were they instead a rationale for excessive size and in need of control?
If the latter, what theory was to guide the regulators? The political issue was that the rise in corporate
power was due in no small measure to a structural weak point in the Constitution which granted full
authority to the federal government to regulate interstate commerce withaut providing the appropriate
executive powers or legislative accountability to the public that was needed to fulfill this mandate. If
reform was needed, was it with respect to the governance of the firms, the regulatory powers of the
federal executive branch, or the absence of a federal charter of incorporation? And, in any event, couid
the accountability of the federal government be athieved without making the Senate more accountable
to voters?

The State Governments: Racing to the Bottom

During the late 19" century, firms worked to coordinate and consolidate their power across the
1).S. and its national market. Facifitating this process was the state of New Jersey and its legalization of
the holding company in 1888. The concept of the holding company was essentially intended to justify
buying the stock of other companies in order to exert significant owner influence over them or at least
share in their profits. In fact, according to historian Harland Prechel, it only “emerged because it was a
{egal means to pursue industrial consolidation strategies.”” Previously, a firm could only exercise its
corporate privileges within the state in which it was incorporated; purchasing rival firms incorporated
within other states was prohibited by the laws of those other states. Until the case of New lersey no
state legislature had legally sanctioned the acguisition of corporations across state lines, generally
viewing the strategy as a dangerous means of curbing competition and consolidating corporate power.
Under pressure to finance its ever-increasing budget deficit, the New Jersey legislature overiooked such
arguments and legalized the holding company for firms opting to incorporate there.” Law professor
Morton Horwitz notes that business interests may have played a role in prompting this move; corporate
lawyers such as William Nelson Cromwell directly helped state legislators with the drafting of the law

! Prechel, Harland. Big Business and the State: Historical Transitions and Corporate Transformation, 1880s-1990s.
_ (Albany: State University of New York Press, 2000 78 '

% Stoke, Harold W. “Economic Influences Upon the Corporation Laws of New Jersey.” The Journal of Political

Economy. Vol. 38, No. 5, (Oct., 1930}, pp. 551-579.--571
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during 1889-1890.% From the state’s point of view, the initlative was immediately successful: “Firms
rushed to New Jersey; the state was able to avoid income taxes because the revenues from the
incorporation business were so great.”” in fact, the inflow of new firms and new capital was so immense
that according to political economist Harold W. Stoke, by 1902 “the entire state debt, which had been
one of the motives for this wholesale chartering business, had been wiped out.”®

Beyond fixing the state’s budget deficit, the New Jersey statute carried far-reaching
implications. As Stoke abserves, New Jersey imposed little regulation upon the new holding companies;
they could consolidate companies and exercise economic influence almost free from government
oversight® Other states objected to such liberal legislation and the concentration of power that it
encouraged. Yet as Stoke paints out, “while most of the states strongly condemned the attitude of New
Jersey toward the corporations, it was to be expected that some of them should grow envious of her
large income, and should undertake to duplicate her program.”’ States were racing to the bottom once
again, just as with the adoption of more flexible charters decades earlier. Over the next decade or so,
large corporations and their capital would eventually migrate to New York and other states that
followed New Jersey’s opportunistic lead.

The Federal Goverl gulating the C via the Federal Chartering of Corporations

Regulation of business through establishing and enforcing rules of conduct proved to be
extremely frustrating because federal statutes had to be weakly worded in order to pass through
Congress, and especially the Senate, as US Senators were chosen by state legislatures and the latter
were heavily influenced by business interests. Reformers thus turned to another approach. As early as
1900 Congress began to consider the merits of the federal chartering of firms. Between 1901 and 1907
six separate chartering bills were submitted® and by 1914, nearly two dozen such measures had been
proposed; yet ali ultimately failed to get through both houses of Congress.” At the same time, leaders of
the executive branch also became interested in curbing corporate power through the federal issuance of
charters. President Theodore Roosevelt advocated such a measure in his run for Vice-President, and
fater, as President, spoke extensively on the issue. In a 1902 speech in Rhode Island he declared, I do
not believe that you can get any action by any State...| do not believe it practicable to get action by alt
the States that will give us satisfactory control of the trade of big corporations.”™ In pursuit of this

* Horwitz, Morton, The Transformation of American Law: 1870-1960: The Crisis of Legal Orthodoxy. {Oxford:
Oxford University Press, 1992). Page 83

* Perrow, Charles. Organizing America: Wealth, Power, & the Origins of Corporate Capitalism. (Princeton:
Princeton University Press, 2002) Page 211

* Stoke, 575
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® Davis, Theodore H., Jr. “Corporate Privileges for the Public Benefit: The Progressive Federal Incorporation
Movement and the Modern Regulatory State.” Virginia Law Review, Vol. 77, No. 3, (April 1991), pp. 603-630. Page
623,

® Urofsky, Melvin 1. “Proposed Federal Incorporation in the Progressive Era.” The American Journal of Legal
History, Vol. 26, No. 2. (Apr., 1982), pp. 160-183. 176.
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ultimate goal, President Roosevelt established the Bureau of Corporations within the Department of
Commerce in 1903, intending to utilize “publicity as an aid in bringing about executive control of the
trusts.”*  James R. Garfield, son of former President Garfield, initially headed the Bureau of
Corporations as he shared Roosevelt's desire to curb corporate corruption. Like Roosevelt, Garfield
believed that “a single state cannot control the great interstate corporations. The nation is the only
sovereignty that can control them. The nation is the only government big enough and strong enough to
cope with the modern-day industrial combination.”*

As early as 1904, Roosevelt and Garfield had so popularized the issue of federal incorporation
that “the legal and popular press carried literally dozens of articles on the subject, with the vast majority
of writers urging federal incorporation as the only practicable method of controlling the trusts.”*
President Taft continued the executive’s call for federal incorparation, speaking to Congress on the topic
in 1910: “No other method can be suggested which offers federal protection on the one hand, and close
federal supervision on the other of these great organizations that are in fact federal because they are as
wide as the country and are entirely unlimited in their business by state lines.”* That same year, Taft
endorsed a bill proposed by Attorney General George W. Wickersham advocating federal incorporation.
The bill placed strict requirements upon firms; specifically, it “forbade a federal corporation from
purchasing, acquiring or holding stock in another company, nor could it engage in banking. Strict
standards of financial accounting and publicity were required, with annual reports filed with the Bureau
of Corporations. Any extraordinary activities, including issue of new stock, had to be cleared with the
Commissioner, and violations could lead to forfeiture of charter.”” Nevertheless, despite such explicit
support by Roosevelt, Garfield, Taft, other politicians, and the press, measures instituting federal
incorporation still failed to pass through Congress, due to the inability of legislators and the special
interests influencing them to agree upon the specifics (e.g., the inclusion of labor organizations). There
was agreement that the federal government could issue charters, but the exact terms of the charter
were beyond consensus,'® and with the creation of a central bank and the Federal Trade Commission in
1913-1914, the issue was ultimately dropped.”

Although reformers thus had limited success in curbing corporate power via federal chartering,
they were able to alter one of the means by which corporations had been using their power to
manipulate politics to their advantage: the election of U.S. senators. Proponents of the direct election of
U.S. Senators believed that direct election would remove “the selection of United States Senators from
the state legislatures, where it could be readily manipulated, and place it in the hands of the voters
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where, presumably, it could not*™® Between 1893 and 1902, the House adopted the measure on five
different occasions, but each time “the amendment died in the Senate, where few members were
wiiling to abolish the system to which they owed their seats.”*® Despite struggles in Congress, the
Senate finally passed an amendment instituting the direct election of U.S. Senators in 1911 and, after
approval by the House, President Taft, and the states, the Seventeenth Amendment became law in May
1913.%° Thus, although the federal government could not control the growth of corporate powers
through chartering, it would now at least be somewhat more independent from the potential political
influence of these powers.

The U.S. Constitution: Undermining Firms’ Accountability to Political Authority

Although there were many causes for the emergence of a business oligarchy and its
undemocratic influences in the U.S,, | believe that the root cause lay in the experiences of colonial
America prior to the War for Independence. The abusive power of the British monarchy taught the
Framers and their contemporaries the dangers of a strong state. Thus, when forming their own nation,
they made sure to establish a weak state based upon a separation of powers among functions as well as
levels of government. While the idea of a weak state fit early US circumstances, from 1787 to 1850 or
50, it was inadequate to cope with post-Civil War circumstances, i.e., the rise of industrial and transport
sectors with their great concentrations of private power in the growing continental market.

The Framers’ deeply-rooted fear of federal power gave rise to a fundamental problem in the
design of the Constitution. The states were empowered ta charter firms, but had no powers to regulate
their activities once these activities constituted or affected interstate commerce. At the same time the
federal government had exciusive powers to regulate interstate commerce, but no powers to charter
firms and therefore no power set conditions for their right to participate in that commerce. Federal
regulation was from the outside-in, and thus based upon explicit rules that were parsed line by, line,
instead of based on broad principles as a precondition for participation. Thus, the Constitution created
what amounted to an unregulated commons for what would be, by 1900, the world’s largest, richest
market, home to many of the world’s most powerful firms. As US industrial firms developed, states
raced to the bottom in granting them powers without any corresponding responsibilities. Competing for
employment and revenues from firms, states increasingly relaxed their charters’ conditions; the limited
charter was replaced first with the general purpose charter, granting firms the status of legal
personhood to participate in any sector or location that they might choose, and then with a charter
adding the protection of limited liability, granting firms a right that natural persons did not have. Firms
were further empowered by the Contracts Clause of the Constitution, which forbid the states from
interfering with the terms of a private contract and thereby gave credence to the notion that private
purposes came ahead of those of society as a whole. External regulation came from the federal

' Buenker, John D. “The Urban Political Machine and the S h A d * The Journal of American
History, Vol. 36, No. 2. (Sep., 1969). Pp. 305-322. page 305.

1 Elizabeth Burt, The Progressive Era: Primary Documents on Events from 1890 to 1914, (Westport, Conn.:
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government, limited by the Constitution and dependent upon external regulatory agencies such as the
ICC or the Anti-trust Division of the Justice Department to enforce ultimate accountability on the firms.
The efforts of these agencies’ generally had very limited success since, without a federal chartering
system, they lacked clear standards by which to establish such accountability.

In short, what was missing was a clear correlation between corporate rights and corporate
responsibilities. Some external authority— state or the federal government—ought to have licensed
firms to participate in interstate commerce only as long as these firms acknowledged that their license
to operate came from a political authority and not their shareholders and that this license or grant
subjected them to a number of conditions. For example, Wickersham’s 1910 proposal for federal
chartering reguired annual reports based upon strict standards of financial accounting, similar to the
requirements established 25 years later by the Securities and Exchange Commission. More significantly,
Wickersham's proposal included provisions to prohibit firms from entering into banking or from buying
or holding stock in other firms. At a minimum, the latter would have checked further expansion of firms
via holding companies and horizontal integration, a trend catalyzed and propelled by liberal state
chartering powers in the late 19™ century. Though probably too late to undo the rash of mergers and
acquisitions since 1890, such legislation could have at least made any further consolidation conditional
on Justice Department affirmation that the merger in question would not unduly reduce competition in
the industry. In this way, external powers in the form of the federal government would have held firms
accountable for their behavior in a top-down governance system.

Furthermore, a system of explicit federal chartering would have established beyond doubt that
firms owed their existence as well as their rights to mobilize and utilize econemic power to an external
political authority. Without obtaining and abiding by the rules of an official grant from the federal
government, firms would nat be able to legally exist. Firms would have clearly owed their existence not
to their shareholders or some form of spontaneous generation, but to a federal authority. Additionally, a
system of federal chartering would have served as a reminder that firm privileges such as limited liability
and hierarchical organization were granted by the state and were not “natural” rights generated by the
markets. Yet federal chartering of non-financial never was (and never has been) established.

Implications for U.S. Capitalism

The federal government’s very limited capabilities to hold firms accountable for how much
power they were allowed to have and how they used it contributed to the growth of corporate oligarchy
but also contributed to the subsequent distortion of the notion of capitalism, conceiving of it as a
system of markets guided by the invisible hand of market forces, independent of the visible hand of any
political authority. Over the 19" century, this distorted, ideologically-biased version of capitalism, based
on the notion that somehow markets preceded both laws and political authorities, came to affect court
decisions at the state and federal levels and ultimately to dominate not only legal theory but also
economic theory in the form of neo-classical economics. Both realms—law and economics—failed to
recognize that capitalism is above all a societal construct and not one based upon natural laws like
physics or biology. Both realms defined the firm as independent from political authority and treated
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market outcomes—however coercive in reality—as based upon voluntary transactions among private
parties and therefore immune from review and modification by the state legislature. Holding firms—or
any market actor for that matter—accountable to an external governing authority became the exception
and not the rule,

Thus, the U.S. entered the 20™ century under the sway of a corporate oligarchy whose power
perpetuated a narrow and distorted conception of capitalism that was built on the highly artificial
notion that economics and politics are and ought to be distinct. This flawed understanding of capitalism
gave firms, via their managers and their financiers, the opportunity to subvert both capitalism and
democracy for their own narrow interests. By the end of the 19% century they could easily abuse the
largely unregulated U.S. commons for private gain at the public's expense. As long as these actors
operated under what Horwitz calls “the assumptions of a self-executing market economy,” any “unequal
results were just,” created not by self-interested individuals but by “the market process as a nheutral and
apolitical arbiter of the just distribution of weaith.”*" Because legal, economic, and political actors
ignored the role of human agency—i.e., their own roles—in the development of U.S. capitalism, they
failed to prevent and, to an extent, even abetted the rise of this oligarchy within the nation’s
increasingly productive economy.

Of most concern, however, is that this distorted, fundamentalist variant of capitalism has
reemerged again since the 1970s. While some conservatives, and notably those who follow the
teachings of Milton Friedman, view the early era of U.S. capitalism depicted in this chapter as a
consensual market system they overlook the notion that the US capitalist frameworks were actively and
systematically tilted by judges as well as legislators to favor a continuing accumulation of power in the
hands of a class of capitalists. While this tilt undoubtedly contributed to economic growth, it came in
part at the expense of those citizens who had little property or effective representation in the nation’s
economic and political systems and thereby reduced their relative opportunities to benefit from the
system. Political decisions that allowed big firms to escape all but minimal regulation permitted
economists, legal actors, and politicians alike to accept and defend often unjust distributional realities as
the natural results of the economic laws of capitalism and therefore beyond the purview of the law.
The emergent reality was driven as much by political institutions and political markets as it was by
technological forces and larger markets.

This mis-diagnosis of capitalism as an economic system existing independent of the political
system took hold in US laws and economics in the 1™ century and remains very much alive and
influential today. It is a view of capitalism in which capitalists expect to enjoy private gains as they take
advantage of the legal powers conferred upon them by states to exploit market frameworks, and not
just product markets but also the markets for capital, labor, public services and natural resources. It is a
view that overlooks that the law allows firms to do what individuals may not normally do, which is to
mobilize resources on a very large scale with the right to govern them, including all personnel, through
very undemocratic hierarchies, and then to pass their wealth on through successive owners without

' Horwitz, 194
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inheritance taxes. And finally, it is a view that allows capitalism to become an engine of economic
inequality and corporate leaders to become oligarchs with powers rivaling those of lawfully elected
government officials. This narrow and ideological view of capitalism has also permitted and continues
to permit firms to abuse the tangible, physical common that is governed by a state for the benefit of its
inhabitants as well as the intangible, commercial common that is designed to serve a similar purpose.
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Chairman MILLER. That would be fine.
Dr. Scorrt. That is your problem.

DISCUSSION

A NEW METRIC FOR CORPORATE ACCOUNTABILITY

Chairman MILLER. I think all the witnesses spoke for more than
five minutes but less than 50, so I appreciate the restraint.

Mr. Baird just left. I was going to call upon him. All right. I now
recognize myself for five minutes of questioning. I won’t pause to
say I now recognize myself for a second round. I think you will un-
derstand I get to keep asking questions nonetheless.

Dr. Blair, I was interested in your discussion of the various con-
stituencies and considerations that boards of directors should take
into account, not just the financial interest of shareholders. My
question is, who shall guard the guardians? How do we hold direc-
tors accountable and on what basis and how are they chosen? If
they are elected by shareholders, why would shareholders not elect
the members of the board who would do the most to act in their
interest, their financial interest?

Dr. BLAIR. That is an excellent question. It goes right to the
heart of one of the things that has driven what I regard as a cul-
tural change in the last 20 to 25 years to bring directors around
to thinking that they have to maximize share value. That is the ar-
gument that if they don’t focus on a single metric, we don’t have
any way of holding them accountable. And my response to that is
on several levels. First of all, the notion that, if you maximize
shareholder value, it is really clear what you have to do, is crazy.
Nobody knows what you are going to have to do to maximize share
value, and so maximizing share value doesn’t translate into a spe-
cific set of actions that directors are supposed to take, and at any
point in time there is disagreement and contention potentially
about whether or not the actions that the board is trying to take
serve to maximize share value. My own view of this is that the cor-
poration was formed with the idea in mind that what corporations
should do is maximize the total wealth-creating capacity, and that
that would mean that, you know, in an economic sense, if the
shareholders are made better off, it should not be at the expense
of some of the other stakeholders.

That is a vague mandate, which doesn’t translate into specific in-
structions as to what they should do on a day-to-day basis. And I
think up until about 25 years ago, the larger corporations, because
they were very visible and because they had a brand and an image
that they had to protect and because they tended to have loyalties
to the communities where they were incorporated, the executives—
maybe not perfectly, absolutely not perfectly—but at least they
tended to think in terms of, “what are we doing for the long run
health of the company, what are we doing and how is it going to
affect the communities where we operate and how is it going to af-
fect our customers?” I think that the emphasis on share value has
caused many company directors and managers to lose sight of that
bigger picture. Can you make them do it? Can you force them to
do it? Probably not, but my first point is that we can’t force them
to maximize share value, either. That is my point.
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But at a second level, when you think about what we can make
corporations do, what I am a strong believer in is disclosure, and
I think increasingly, we have had a tug and pull in the 1930’s after
the financial collapse—the Congress moved to put into place a sys-
tem that would require publicly traded companies to disclose a lot,
disclose a lot more than they used to. There is still an enormous
amount they don’t disclose, and I think if they are required to dis-
close what it is they are doing on a number of different fronts, they
are going to be more responsible about what they do.

Chairman MILLER. I would love to pursue that further, but I will
now yield back the balance of my time in the first round of ques-
tioning so that Mr. Baird, who I understand also has a markup like
Ms. Johnson, may ask questions. Mr. Baird for five minutes.

CORPORATE INCENTIVES THAT ENCOURAGE LONG-TERM
PROFIT

Mr. BAIRD. I really am fascinated by the topic of this hearing and
thank the Chairman for holding it. Dr. Blair, I thought your testi-
mony was quite enlightening because there is a sense that the fidu-
ciary responsibility obligates the company to just look at sort of
short-term profits. And you are saying that is not the case at all.
You are saying that that is maybe an urban legend or something.

Dr. BLAIR. Yes.

Mr. BAIRD. It is not valid. What other incentives and what can
or should the government do or not do—and this is not just for Dr.
Blair, for all of our panelists—to try to get that longer-term com-
mitment to the well-being not only of just the shareholder in the
short-term but the communities in which the businesses operate,
the workforce that may have been loyal to a company for 30 or 40
years or more, what kind of reforms can or should we do or not do?
And that is to any of the panelists.

Dr. BrAIR. I will start if that is okay. I think the first and most
important thing is that we need to make sure that there are not
incentives in place that cause company executives and directors to
have this preference for risk and preference for strategies that
produce instant profit rather than long-term profit.

Now, there was an attempt in a sense—it is kind of ironic be-
cause there was a big push in the 1980’s when corporate directors
and managers were under a lot of pressure from the hostile take-
over market. Then they began to say, well, if we have executives
who are compensated in stock or in stock options, they will focus
on share value and then they will be less vulnerable to takeovers.
And prior to that, corporate managers were saying, you know, we
have these other responsibilities and so we don’t necessarily think
that just because these outsiders think they can come in and buy
the company for more that we should be required to sell it. And
so we fixed that problem by radically changing the way corporate
executives were compensated, to tie their compensation much more
tightly to not just share value but to the value of the options which
are a one-sided gamble. And stock options have a huge tax advan-
tage relative to compensation in shares. I think if directors were
paid and managers were paid in restricted stock that they had to
hold for 10 years before they could sell it, that would cause them
to have a very different set of incentives than what they have with
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the compensation and stock options. That is where I would start.
It is a big problem, but I think I would start there.

Mr. BAIRD. Dr. Gomory.

Dr. GoMmoORY. I agree with what Margaret has just said, but I
have had I don’t know whether it is 60 or 70 man years on cor-
porate boards, and I have concluded that the people on those
boards are humans and they are subject to the normal human emo-
tions and attachments, all right? And when this whole business
first became visible to me, it was in a world in which the directors
wanted their companies to be successful and they cared quite a bit
ab(()iut the employees. I was an officer of IBM during its golden pe-
riod.

Now, I think that they are still humans, but I think there are
two problems. One is they believe the thing that Margaret says
isn’t there and she is right, which is it isn’t their legal duty they
believe it is to maximize shareholder value. The second thing, the
compensation being tied to the share price and the sheer volume
of shares given to leading executives is such that for most people,
that amount of wealth is overwhelming.

I agree with Margaret that restricted stock—which goes up and
down, not just one way—is a much better vehicle, but I would
think that there should be less compensation, honestly, because
these people do care about their companies and their people as
anyone does who associates for a long time with them. But, they
are overwhelmed in my opinion by what they see as the legal im-
peratives, some pressure from some of the totally financially ori-
ented shareholders, and that overwhelms what was in the past and
remains their natural instinct to care about their people, their com-
munity, and the other things because they are human, too. And I
think we have in some sense overcome that normal tendency which
had existed for decades and decades before the 1980’s by a con-
certed effort to line them up with very active financial shareholders
viflith these tempting, huge packages. I think they should not be
there.

Mr. BAIRD. Did you want the time back, Mr. Chairman? I have
got more questions, but I would be happy to give it up.

Chairman MILLER. Given that you have a markup and there is
nobody else, why don’t you go on?

ExXEcUTIVE COMPENSATION

Mr. BAIRD. Terrific. What are your thoughts about dealing with
golden parachutes and retirement packages for executives? You
know, we see increasingly these takeovers and mergers, et cetera,
or business decisions that basically drive a company into the dirt,
and the employees lose much of their retirement benefits but the
guys at the top walk away with enormous compensation levels. Any
merit to tying the fate of employees’ benefit packages to the fate
of the executive or board packages?

Dr. Brair. I like it in principle. The devil is going to be in the
details, but yeah, I like it in principle.

Dr. GoMORY. And I feel exactly the same as Margaret. I think
that is a very good direction. I mean, we don’t have to have and
we didn’t have in the past corporate executives who were paid hun-
dreds of times more than everyone else and who had these enor-
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mous retirement packages at a time when the pensions of everyone
else were being cut. But that is what we have now, and it is a dis-
tortion and I think it is one that we do not need.

Mr. BAIRD. Do you think that could be remedied statutorily, pos-
sibly?

Dr. GoMORY. Yes. I do agree with Margaret. It is not as simple
as it sounds, but as a direction, it is the right way to go.

Mr. BAIRD. Are there any other incentives driving—one of the
issues here is the globalization of jobs and the economy. What are
other perverse incentives that you are aware of that may incline
businesses to export jobs, particularly manufacturing jobs, that
they might not want to do but that inherent structures in our legal
code or our tax incentives don’t force them to do but certainly re-
ward them for doing? Have you identified some of these?

Dr. BLAIR. I have not focused on that in my work. I don’t actually
have a good answer for you.

Mr. BAIRD. Dr. Scott.

Dr. ScorT. Yeah. We are into a transaction-driven system. Let
me back up just one second. Executive compensation in this coun-
try has no parallel anywhere else, okay? It is much higher. And if
you take a look at this over a period of time, just to go back to the
708, the CEOs of our big companies are being paid on the order
of 30 times their mean employee, and in Europe it was about 20.
And that is what it was when I went to start doing research in Eu-
rope in the ’60s. As we get to the end of the *70s, we begin to break
away; and when we go through the ’80s, we are out of bounds on
this. But the reason for this, I think, is that we created the stock
option, and the stock option cost was not a cost on the P&L state-
ment. And in 1992, 1993, 1994, the Financial Accounting Stand-
ards Board said it ought to be, and there was enough pressure
brought by people down here to say, “If you really try to put that
on the P&L statement, we are going to so curtail your budget that
you are not going to be able to do anything.” And Arthur Levitt has
written a very interesting account of what happened, and he just
simply tells the Financial Accounting Standards Board, if you try
to put this on the P&L statement, I will not back you. And the Ac-
counting Standards Board only recommends, it was the SEC deci-
sion to say, “We are going to allow this to continue to go.” So you
have created a transaction-oriented system where you don’t have to
pay for it. The cost of the stock options drops directly to the bottom
and doesn’t have to go through the P&L statement until we get to
2004. So you have given the directors the right to give people free
money, and that is what they did. And you can raise your earnings
and raise your stock price by doing a deal with the Chinese, you
can do it any way you want. It is the transactions that drive the
stock and that drive your compensation. It is really a pernicious
system.

Mr. BAIRD. What do you think we should do about that?

Dr. ScotT. If I were doing it, I would find a way to outlaw the
stock option entirely, and that may sound really weird

Mr. BAIRD. You mean as a mechanism of compensation or——

Dr. ScoTT. Yes.

Mr. BAIRD. OKkay.
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Dr. ScorT. Margaret mentioned the other alternative. The other
alternative is treat the CEO more like a shareholder and say, “We
are going to give you stock”; and when you do that, you have to
record a cost. You can’t give away stock without—you can give the
option. Now you have to put something on it. But you have to give
the stock, and if you are getting restricted stock you can’t sell it
for a good deal of time. Therefore, if the company has a down on
this thing, you take it down along with the shareholders. It is a
tremendous change. We have created a set of—this is a big part of
your problem over in Financial Services, and if you go back to Mar-
tin Wolf writing about this in the Financial Times back in January,
he said unless this is changed and unless it is changed by legisla-
tion, you are never going to correct this problem. The runaway is
creating financial incentives—Margaret mentioned this just brief-
ly—that have an upside that encourages people to take risk and no
downside. The downside is paid by the shareholder and the tax-
payer but not by the person taking the risk.

Dr. GOMORY. Let me add something to that. So far we have
talked mostly about, you know, let us not have stock options, let
us not do this, let us not do that. But I think we ought to decide
what we want a corporation to do, we as a nation; and that might
have something to do with where the jobs are and whether they are
productive and things like that. And then we ought to make sure
that our tax structure rewards that, not just pure profit because
they won’t get to keep it if they don’t meet certain other criteria.
If they are not productive, if they don’t treat people right, if their
skew of compensation is crazy. Why don’t we try and incent the
corporations to behave in the way we want them to? I think that
is worth thinking about.

Mr. BAIRD. Thank you. Thank you for your indulgence, Mr.
Chairman.

CORPORATE GOVERNANCE

Chairman MILLER. Thank you, Mr. Baird. I want to pursue the
corporate governance issues that I had begun with Dr. Blair. This
has also been debated as Dr. Scott suggested in the Financial Serv-
ices Committee and corporate governance issues, specifically in ex-
ecutive compensation. And there are other critics of corporate gov-
ernance who say that if actually corporations were acting to benefit
20 percent of the population, the 20 percent that Dr. Gomory says
owns most of the stock, that would be more revolutionary than any-
thing the Bolsheviks did or what happened in 1789 in France. That
would be a remarkable change. The corporations are not actually
even being governed to benefit the shareholders, that corporate
boards are made up of CEOs of other corporations; and they all
think that they are underpaid and they know that the salary or the
total compensation for the CEO of a company on whose board they
sit will be looked at by their own board as what their compensation
should be. And the single best predictor of what exactly compensa-
tion will be is how many CEOs sit on the board, and particularly
on the compensation committee.

There are critics. Dr. Blair spoke less than admiringly of share-
holder advocates, but there are shareholder advocates who argue
that if boards were required to act on behalf of the shareholders,
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it would be a vast improvement in corporate governance, that actu-
ally executive compensations now have become a fairly significant
part of overall profitability. And in fact, even these massive pen-
sion funds can’t get to 50 percent because 70 or 80 percent of stock
is now legally held by someone who is not the beneficial owner. In
other words, brokerage houses that hold the stock of shareholders
who never see the piece of paper, never actually claim the legal
title to the stock, but are the beneficial owner. And they vote for
the incumbent or for the slate of corporate boards proposed by the
incumbent directors and California, North Carolina, UAW, any
combination of pension funds can’t outvote them.

Dr. Blair, do you disagree with that critique and why?

Dr. BLAIR. I think

Chairman MILLER. I think you turned it off.

Dr. BrAIR. I think the critique has been taken way too far. I
think it started out as a well-intentioned effort to try to make sure
that corporate officers and corporate directors and managers were
more accountable, but it has become an obsession and it has be-
come an industry. The Delaware judge I quoted was Vice Chan-
cellor Leo Strine, that over time we now have shareholder advisory
firms, we have a substantial number of academics who are keenly
interested in pushing a position in which we can create more and
more control rights for shareholders. I think it is a very dangerous
direction. I personally don’t think that Carl Icahn knows better
about what Yahoo should do than Yahoo’s executives do.

Chairman MILLER. Dr. Gomory.

Dr. GoMORY. I think that you may have already made the point
that I want to make, but I would like to—my actual experience
with boards and worrying about takeovers and things like that is
that a board of any significant corporation today knows there is a
short list of people who control the shares. In this company that
I have dealt with, it is about fourteen. Almost all are as you sug-
gested I think earlier—they are financial houses of one sort or an-
other. So when we are talking about having shareholder control,
people’s minds go to people, individuals. Not so, folks. It is really
the financial houses.

Now, putting more control in their hands is not at all necessarily
a good idea because you have to look

Chairman MILLER. Are you talking about the brokerage houses
that are buying shares for which they are not the beneficiary——

Dr. GOMORY. Yes, that is

Chairman MILLER. Are you talking about——

Dr. GoMORY. Yes, exactly. Exactly that. Because you have to look
at how those individuals are compensated in their financial firms.
And if they are very sensitive—in hedge funds it is terrible, of
course—through the share price, all you are doing is making the
company more directly a financial object to be manipulated. You
are not going to the people, you are going to the financial people
and a small group of them.

ProPOSED RULE FOR NEW YORK STOCK EXCHANGE

Chairman MILLER. There is a proposed rule for the New York
Stock Exchange—I think I am getting this right—that has been at
the SEC for one and one-half years, not acted upon. Are you famil-



106

iar with that proposed rule? It would limit what the legal owner
of stock could vote on, even if it deprived the board or the share-
holder meeting of a quorum for some issues, unless they had spe-
cific directions from the beneficial owners, which would essentially
mean the brokerage houses couldn’t vote for board members, et
cetera.

Dr. GoMoORY. To answer your question, I am not aware of that,
but I think it is an excellent direction.

Chairman MILLER. Dr. Scott.

Dr. ScoTT. I would have to disagree. If you go back to roughly
1960, the average share was held for somewhere between six and
eight years, and so it was reasonable to speak of somebody as hav-
ing a long-term interest. It doesn’t mean they know anything about
the company, but at least with a six- or eight-year holding, you are
talking about somebody that has a long-term connection with the
company. The average shareholding now is about one year. So
when you are talking about a shareholder and saying does the
shareholder have some kind of a long-term interest in the company,
you have no way to have any bet on that at all. The change is we
have, quote, “democratized ownership,” but we have also reduced
the cost of trading. People are trading much more. I mean, just go
and pick up the statement of any mutual fund and look and see
what is the average turnover on their funds. The average turnover
on a lot of them is two times a year. Their real interest—and by
the way, I think you are missing a term when you say it is broker-
age houses. It is not brokerage houses, it is mutual funds and pen-
sion funds and insurance companies. And if you ask what is their
big business, their big business is trying to attract additional as-
sets that they manage. They don’t want to antagonize any firm at
the risk of losing its pension funds business. So they don’t even
want to have to vote their shares, they don’t want to have to vote
anything that would be considered hostile to management. They
are trying to grow assets under management at the mutual fund,
the pension fund, or whatever else, not really worrying about how
the company is managed.

Chairman MILLER. I want to pursue that at another time, I
think. Stocks held in street name, which are 70 to 80 percent of
stocks are actually not stocks held by pension funds.

Dr. ScorT. No, but your big holders are mutual funds.

FREE TRADE AND EQUALITY

Chairman MILLER. Dr. Gomory, obviously international trade af-
fects not only American workers but workers all over the world,
and when I was considering the CAFTA vote, I was lobbied vigor-
ously by advocates for human rights in the CAFTA countries who
said it would actually be bad for the workers in those countries,
too, which is perhaps contrary to the common impressions of what
the effect of trade is.

What is the effect of free trade, international trade, unrestricted
international trade on workers in other countries, and what is the
effect then on the distribution of wealth in those countries?

Dr. GomoRy. Well, first of all, I would like to say this is not a
subject on which I have deep knowledge. I have had an awful lot
of experience in the United States, but very limited in other coun-
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tries, and I will simply report the impression that I have from
those who know more, and the impression that I have received is
that the globalization has reinforced whatever the economic struc-
ture was in these countries. If you had a ruling elite as you did in
many—I am not talking about China of course, but take South
American countries or others—that this has simply—they have
been the principal gainers from globalization. So as I see that, in
the United States, the wealthy have been also. That pattern I am
told is repeated in other countries, but I am really relaying to you
the opinions of others, not my own direct experience.

Chairman MILLER. Dr. Gomory, is there an economic benefit be-
sides simply having a more fair society, of having a more even dis-
tribution of wealth, income, and what is that benefit?

Dr. GoMORY. Well, let us just stick to the United States. In the
United States, we have had a productivity increase for 30 years,
but people are, from the middle class on down, struggling to pay
their bills. And it is not that the productivity increase wasn’t there,
it is just that they didn’t get it. That is the downside.

Chairman MILLER. Dr. Scott.

Dr. ScotT. Yeah, I would answer that very differently, not in any
way contradictory. It has a huge impact in the United States. We
are almost alone in operating our educational system at the first
12 grades on a market, and the market is local real estate taxes.
You want to get a good school system, you now look and you say,
“Who has the good school systems?” It i1s the people that have the
big tax base. The big tax base is then wealthy people, and they are
attracting more and more; and now we are getting segregated
schooling all over the country out of this. Other countries pay their
school teachers typically either by a province or by a Federal Gov-
ernment. We are paying them by local real estate taxes. So as you
are building this, you are building a self-reinforcing thing. We no
longer have mobility of the labor force that is greater than Europe.
It is the other way around. So you are creating something where
a whole lot of people are being deprived of the chance for a good
education because they are in a school district that doesn’t have
the money to do it, and that is particularly what is going on around
our big, urban areas. So yes, it does. We are going to deprive all
sorts of people of a good education as the wealth concentrates and
people learn to buy their way into a place where they can get a
good school.

Chairman MILLER. Mr. Baird, do you wish to ask another round
of questions?

Mr. BAIRD. I would, if I might.

Chairman MILLER. All right. Mr. Baird.

PENSION FUNDS

Mr. BAIRD. Given that incredible amounts of money are available
in State and federal pension funds, can you talk a little bit about
constructive or counter-productive roles pension funds can play and
some of the kind of reforms you talked about?

Dr. BLAIR. Let me take that on. It is true that State and local
pension funds have been among the most activist in the share-
holder rights movement if you want to call it that. And it does
seem to me that some of them have played very constructive roles
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in the almost behind-the-scenes conversations that they have had
with companies than the rhetoric that you see in the newspaper
would tend to suggest—when General Motors was really in serious
trouble in the 1980’s, CalPERS, the California State Public Em-
ployees Retirement System, did some behind-the-scenes maneu-
vering along with a number of other institutional shareholders to
pressure the board to change management and to make changes
that needed to be made. And I certainly think that they have the
potential to play a role in insisting on the overall performance of
the company because they have a constituency that is in the state
where they are operating in the community. So they ought to be
paying attention to other beneficiaries as well—and what is good
for the beneficiaries—both in the financial terms and in the larger
picture. Ironically, corporate pension funds are actually precluded
from doing that because of a Department of Labor ruling that said
that pension funds that are regulated under ERISA are required
to pay attention to the financial interest only and not to pay atten-
tion to other interests that might affect the beneficiaries of those
pensions. It was kind of a perverse rule, but it was put in place
in the 1980s, and it is not—as I understand it, it is a Department
of Labor regulation, rather than a statute.

The thing about pension funds is that they tend to have the most
long-run interests because there is money flowing into pension
funds that is to be held there for 10, 20, 30 years for the bene-
ficiaries. So they intend to have a more long-run focus. I don’t
think the problem is coming from pension funds, and I think they
have a potential role that could actually be productive.

HEDGE FUNDS

Mr. BAIRD. Let us look at a different—and you may have men-
tioned this already so forgive me—the role of hedge funds in this
issue in either making the problem worse or possible ways they
could improve it.

Dr. BLAIR. I am not an expert on hedge funds. One of the things
that really troubles me about hedge funds is that they don’t dis-
close anything. They are not required to disclose anything. So we
don’t know how their executives are being compensated. There are
stories that the hedge funds management gathers two percent of
the gross amount of money under management plus 20 percent of
the profits annually. That produces some outrageous results in
which they can, by taking very high risk strategies, they get their
two percent every year and then they can take off 20 percent when
their strategy wins but they don’t have to give any back when their
strategy loses. And so they are in a heads-I-win, tails-you-lose situ-
ation. Now, what is puzzling to me is that the market hasn’t regu-
lated it, and I think the reason why the market hasn’t regulated
that so far is partly because they had a string of good years, and
so it caused a lot of money managers, and even like private endow-
ments, to say, “Well, let us put some of our money with these
hedge funds.” I would hope that in the wake of the financial crisis
that has resulted from the mortgage lending and the securities that
were based on mortgage lending, you will see some of these institu-
tions saying, “Oops, maybe that wasn’t such a good idea. Maybe we
should not invest so much of our money with hedge funds.” But I
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am a strong believer in disclosure. I think if hedge funds had to
disclose more of what they were doing that they would then be sub-
ject to embarrassment, and I believe in embarrassment as a regu-
latory device.

Mr. BAIRD. May I ask one other question, Mr. Chairman?

Chairman MILLER. I am sorry. I thank all the witnesses in the
first panel for their testimony. If we could now have the testimony
of the second panel, I think we will be called to votes before too
much longer. I would like to see if we can get in the second panel’s
testimony. But, I thank all of you.

Panel 11:

Thank you. I would now like to introduce our second panel. The
first witness is Mr. James R. Copland, III. Mr. Copland is the
Chairman of Copland Industries and Copland Fabrics located in
Burlington, North Carolina. It is not in my long-term interest for
all Americans to realize that some Southerners when they act un-
sophisticated and guileless actually have a pretty good idea of ex-
actly what they are doing. They may just be playing you, and I
pointed out to Mr. Copland that I did know in the past that he was
a Morehead scholar at the University of North Carolina at Chapel
Hill and son, Jason, who now works in the family business, has a
Master’s degree from the Amos Tuck School of Business at Dart-
mouth. So welcome, Mr. Copland, and I hope you don’t give our se-
cret away. Second is Mr. Brian O’Shaughnessy, who is the Chair-
man of Revere Copper Products located in Rome, New York, and
third, Mr. Wes Jurey, the President and CEO of the Arlington
Chamber of Commerce in Arlington, Texas. Mr. Jurey, I am sorry
you did not get to meet your charming and capable Member of Con-
gress, Eddie Bernice Johnson, but you are lucky to have her.

And now, all of you know that your oral testimony is limited to
five minutes, and after that the Members of the Committee will
have the opportunity to ask rounds of questions. Again, to put you
at ease, we would like to put you under oath under penalties of
perjury. Do any of you have an objection to being sworn in? And
do any of you—are any of you represented by counsel? No? All
right. If you would all now stand and raise your right hand? I un-
derstand Jason may also be testifying, so if you would stand as
Weﬂ? Do you swear to tell the truth and nothing but the truth? All
right.

Mr. Copland, you may begin.

STATEMENT OF MR. JAMES R. COPLAND III, CHAIRMAN,
COPLAND INDUSTRIES/COPLAND FABRICS, BURLINGTON, NC

Mr. JAMES CoPLAND. First, thanks for the opportunity to speak
before this esteemed committee.

America needs a new manufacturing policy. I don’t believe that
anyone in America is opposed to free trade as long as it is fair
trade, but when foreign governments subsidize, manipulate their
currency, flout legal requirements and tactically condone worker
and environmental abuses, it is impossible for Copland or any do-
mestic manufacturer to compete. Under such circumstances,
Copland isn’t competing against foreign companies but they are
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corlnpeting against foreign governments. This is bad manufacturer
policy.

Let us look at the People’s Republic of China. They are the 800-
pound gorilla in international trade. As a communist country, most
of China’s industry is government owned or quasi-government
owned. The Chinese government buys their capital equipment, or
in the case of quasi-government-owned companies, it guarantees
the purchase. Chinese companies often end up paying zero capital
costs, a tremendous advantage that no U.S. competitor can over-
come.

In many cases, the Chinese government subsidizes utility and
transportation costs but that is not all. China also provides a 17
percent export subsidy on goods shipped to the United States when
it fully rebates value-added taxes. China’s currency is pegged to the
dollar and it is undervalued by approximately 40 percent. If our
dollar goes down, the Chinese currency goes down. The yuan is not
allowed to float on the world market like other currencies. This
subsidy makes China’s goods 40 percent cheaper in the market.

Finally, China has no EPA, no OSHA, no workmen’s compensa-
tion, no unemployment insurance. Their whole system is different
from ours, a communist system, yet U.S. manufacturers must com-
pete against them, an impossible task.

People often talk about wage rights. Sure, China’s wages are a
mere fraction of ours with no child labor laws, no overtime, few
benefits, but let me be perfectly clear. Wages are not the only
issue. U.S. workers are much more efficient. In many cases, if a
Chinese company’s labor costs were free, they still could not com-
pete without subsidies from their government. U.S. manufacturers
would win hands down, absolutely. No company can compete when
your competition is a foreign government determined to spend
whatever it takes to force you out of the market and the U.S. Gov-
ernment does nothing about it. The U.S. Government recognized
problems with the communist Soviet Union but for some reason it
fails to see it with China. This is one of the things I mean when
I say in my written testimony that the United States has an un-
competitive manufacturing policy.

I also want to talk about one aspect of trade agreements that has
not been given proper emphasis, the human factor. Millions of
Americans are losing their jobs. Their jobs are being moved over-
seas and they can’t get other jobs. Don’t think there are high-tech
jobs available for those folks, because there aren’t. They are being
shipped to China and India too. Moreover, many of the factory
workers being laid off in the United States aren’t trained for those
jobs, even if they did exist. If those that were laid off are lucky,
they have landed jobs flipping hamburgers or as a greeter at some
retail store. Every American deserves the right to provide for his
family, to own a home and to educate his kids, but our flawed man-
ufacturing and trade policies are taking this away. Our Constitu-
tional preamble says a government of the people, by the people and
for the people. We have forgotten about the words “for the people.”

Go to the small towns in North and South Carolina. Mills are
closed. Stores are closed with weeds growing up around them. But
you know it is really bad when you see the churches closing. Some-
one needs to think about the hardworking people and what is hap-
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pening to them. They are left out of the thought process when
flawed manufacturing and trade policy is made. Let me say that
the big multinational companies, the importers and big retailers
have exactly what they want. They couldn’t have written a book
and had it more perfect for their world. Buy at the China price, sell
at the U.S. price and don’t worry about whether the average Amer-
ican has a job or he can make ends, meet but their world is not
what is good for America.

You hear a lot of political candidates talking about the economy,
our financial crisis and health care. They talk about the result but
they don’t talk about the cause. Subprime mortgages have been
around for decades, car loans as long as there have been cars, cred-
it cards for decades. The primary reason people can’t make their
payments now is because they don’t have any money. In most
cases, the reason they don’t have any money is because they have
lost their jobs or they now have jobs making a fraction of what
their pay was before their jobs were exported. If these people had
their manufacturing jobs, they wouldn’t have the economic prob-
lems and financial problems we now have. People often got their
health insurance from their jobs. Now many of those jobs have
moved offshore because of our flawed trade agreements. No wonder
we have a health care crisis. Americans just want their manufac-
turing jobs back. The U.S. Government’s policy is creating millions
of jobs, all right, but they are creating them in the People’s Repub-
lic of China and Vietnam at the expense of hardworking Americans
here at home.

Our country should be ashamed, totally ashamed of what our
government has done to working people in America. People are
angry now, and when they connect the dots, and they are going to
connect them, they are going to know where to focus their anger.

[The prepared statement of Mr. Copland follows:]

PREPARED STATEMENT OF JAMES R. COPLAND IIIT

Introduction

My name is Jim Copland and I am the Chairman of Copland Industries/Copland
Fabrics, a company located in Burlington, North Carolina. Copland Industries/
Copland Fabrics is a textile company whose main business historically serviced the
home furnishings industry in the United States. We manufactured fabrics for cur-
tains, draperies and blinds among other home furnishing products. Due to the U.S.
home furnishing market being overrun by imports, especially by those of the sub-
sidized variety from China, employment at Copland Industries/Copland Fabrics has
fallen from more than 1,000 in recent years to less than 300 and we have been
forced to exit many of our traditional business markets.

To give you an example of the one of the competitive challenges faced by Copland
Industries/Copland Fabrics, in the man-made fiber curtain and blinds tariff lines not
included in the U.S.-China textile bilateral agreement due to expire at the end of
this year, U.S. imports from China exploded by 6,912 percent, jumping from 845,000
kilograms in 2001 to 59.265 million kilograms in 2007.1 China accounted for almost
107 percent of the total U.S. growth in imports for those products during the time
period, meaning the rest of the world actually lost U.S. import market share. In
2007, China held a 90.2 percent U.S. import market share for man-made curtains
and blinds not under quota compared to a 7.7 percent market share in 2001. A flood
of imports from China in products like the ones for which we used to make fabric
is one of the main reasons why my home town of Burlington has lost nearly 40 per-

1Source: U.S. Office of Textiles and Apparel.



112

cent of its manufacturing jobs since 2001, making it the hardest hit metro area for
manufacturing job loss in North Carolina.2

Copland Industries/Copland Fabrics also is a member of the American Manufac-
turing Trade Action Coalition (AMTAC), a lobbying organization dedicated to pre-
serving and promoting domestic manufacturing. On May 1, 2008, my son Jason
Copland, CEO of Copland Industries/Copland Fabrics, participated in a conference
call press event where AMTAC released a comprehensive report on North Carolina
jobs and manufacturing that provides the basis for much of the following testimony.

The two main points I want to drive home are these: (1) the U.S. Government’s
uncompetitive manufacturing policy is responsible for much of the steep decline in
manufacturing employment and investment that significantly is hindering economic
growth in the United States and in my home State of North Carolina and hurting
working people; and (2) U.S. manufacturing will continue to suffer unless Congress
and the Bush Administration intervene with policies that encourage rather than dis-
courage manufacturing investment in the United States—and the first policy step
in this direction is countering the predatory trade practices of China and other
countries.

If the United States comprehensively were to address its manufacturing competi-
tiveness policy problems, domestic manufacturers likely would rebound strongly.
This is because only the most efficient, productive, nimble, and innovative compa-
nies have been able to survive the severe manufacturing economic downturn since
2001.

But let me be clear. As long as the current status quo on the U.S. Government’s
manufacturing policy continues, the United States will have much more difficulty
ameliorating the pain an economic recession will inflict on its citizenry in a timely
manner. To wit, the 2006 U.S. Department of Labor study of the 1.085 million U.S.
manufacturing workers who were displaced between 2003 and 2005 from jobs that
they had held for three or more years showed that only 64.5 percent of those work-
ers gained reemployment and that just 20 percent of them found a job that paid
better than the one they lost.3

Record Debt Stimulus Should Have Created Booming Domestic Manufac-
turing Sector

U.S. manufacturing is mired in the midst of a crisis unprecedented since the
Great Depression. Deeply flawed U.S. trade policy toward domestic manufacturing
is the single most important root cause of the illness, undermining U.S. manufac-
turing competitiveness on a global basis.

Absent a rational U.S. trade policy, U.S. manufacturing should be experiencing
the best of times. Consider the following. Since 1950, U.S. Gross Domestic Produc-
tion (GDP) has grown 550 percent in inflation-adjusted terms* while the U.S. popu-
lation has doubled from 150 million to 303 million. Since 1990, U.S. GDP has grown
by a little more than 50 percent in inflation-adjusted terms while the U.S. popu-
lation has increased by 54 million.5

Moreover, the percentage of U.S. GDP used for consumer consumption has been
above 70 percent in each of the previous six years.® Noting this figure, it should not
be surprising that U.S. household and Federal Government debt has skyrocketed to
unprecedented levels. Together, household and federal debt almost have doubled
over the past seven years, soaring by $10.4 trillion to reach $23.1 trillion, an
amount 64 percent larger than the entire Gross Domestic Product (GDP).7 In com-
parison, total U.S. household and federal debt was 27 percent larger than GDP at
the end of 2000. While the current record debt level is the basis for the debt crisis
that now has plunged the United States into a new and possibly severe recession,
in recent years it should have served as the greatest stimulus to U.S. manufacturing
since the need for production to fight and win World War II.

Instead, the United States by far suffered its slowest seven-year job growth since
the demobilization following World War II. Although the U.S. Census Bureau esti-
mates that the U.S. population grew by 6.9 percent, expanding by 19,622,932 people
from 283,946,833 on January 1, 2001 to 303,569,765 on January 1, 2008, the United
States added only 5,587,000 jobs for a seven-year employment increase of 4.2 per-

2Source: U.S. Bureau of Labor Statistics.

3 Source: U.S. Department of Labor. See: http:/ /www.bls.gov | news.release | disp.t07.htm

4Source: U.S. Bureau of Economic Analysis.

5Sources: U.S. Bureau of Economic Analysis and U.S. Census Bureau.

6Sources: U.S. Department of Commerce, U.S. Bureau of Economic Analysis, and MBG Infor-
mation Services.

7Sources: U.S. Department of the Treasury, U.S. Department of Commerce and MBG Infor-
mation Services.
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cent, growth far short of the 9,140,000 job creation figure necessary to maintain em-
ployment participation rates at January 2001 levels. The U.S. manufacturing sector
suffered even worse, losing 3,361,000 jobs.

Additionally, annual inflation-adjusted U.S. GDP growth has been weak, aver-
aging just 2.55 percent per year for the seven-year period ending in 2007.

Indicators of the National Manufacturing Crisis

Rather than showing strong gains in employment, capacity, output, and invest-
ment that normally would be expected in an economy experiencing the level of con-
sumer stimulus that the United States has seen in recent years, the evidence in-
stead demonstrates that U.S. manufacturing has slumped severely.

Last year, the United States ran a trade deficit of $708.5 billion, including a
$498.9 billion deficit in manufacturing goods. The cumulative numbers even are
more troubling. Since 1980, the cumulative U.S. trade deficit is $6.365 trillion, with
manufacturing goods accounting for $5.249 trillion of that figure. Of even greater
concern, almost 59 percent of that trade deficit in manufactured goods, $3.08 tril-
lion, has been accumulated since 2001. Even the U.S. dollar’s 24.2 percent fall
against the U.S. Federal Reserve Board’s price-adjusted “Broad” Index of world cur-
rency values since January 20028 has failed to increase U.S. exports enough materi-
ally to stanch the trade red ink.

The United States cannot continue to withstand the problems associated with a
runaway trade deficit indefinitely. But don’t just take my word for it; others agree:

¢ “The present level of the current account deficit is enormous, it is unprece-
dented and I believe it is unsustainable.”
— Martin Feldstein, Professor of Economics at Harvard University, former
Chairman, Reagan Council of Economic Advisors

* “[Tlhe United States must now attract almost $7 billion of capital from the
rest of the world every working day to finance its current account deficit and
its own foreign investment outflows.”

— C. Fred Bergsten, Director, Institute for International Economics

¢ “[Olur trade deficit has greatly worsened, to the point that our country’s “net
worth,” so to speak, is now being transferred abroad at an alarming rate. A
perpetuation of this transfer will lead to major trouble.”

— Warren Buffet, Chairman, Berkshire Hathaway

So, how can it be that the United States, a country that possesses the most so-
phisticated industrial complex in the world, spends billions on research and develop-
ment and product innovation, and has one the world’s most advanced transpor-
tation, communication, and higher educational infrastructures, cannot run a trade
surplus in virtually any manufacturing sector?

2007 U.S. Trade Deficits in Key Manufacturing Sectors
$ 115.7 biliion in vehicles
$ 105.1 billion in TVs, VCRs, and other electronics
$ 88.9 billion in textiles and apparel
$ 71.9 billion in computers and office machines
$ 44.4 billion in “Advanced Technology Products”
$ 28.8 billion in furniture and parts thereof
+  $16.9 billion in iron and steel mill production
§ 498.9 billion in ali manufactured goods

Source: U.S. Bureau of the Census and MBG information Services

The reason why the United States runs massive trade deficits in products where
free-trade theory posits America should have a comparative advantage is because
foreign government intervention negates comparative advantage with value-added

8 Source: Federal Reserve Board’s price-adjusted “Broad” Index of currency values.



114

tax schemes, manipulated currencies, State sponsored subsidies, lack of protections
for intellectual property rights, below market interest rates, and non performing
loans that create an absolute advantage for their manufacturers.

These foreign predatory practices often are compounded by other factors such as
pennies-per-hour labor, blatant disregard for environmental protection, lack of rea-
sonable labor rights and workplace safety standards, and lack of basic benefits such
as health care.

Consequently, it should surprise no one that other key economic health indicators
for U.S. manufacturing show either an industry in distress or the weakest growth
on record in the last six decades.

The U.S. manufacturing sector’s inflation-adjusted capital expenditures for plant
and equipment have plunged dramatically. The 2006 expenditure amount of $116.6
billion was smaller than each of the amounts for 1978 ($120.7 billion), 1979 ($124.2
billion), and 1980 ($129.7 billion), the last three years of President Jimmy Carter’s
Administration. Furthermore, it was considerably lower than the $158.8 billion ex-
penditure peak in 1997.

U.S. Manufacturing Inflation-Adjusted
Capital Expenditures for Plant and Equipment 1950-2006

Year Inflation-Adjusted Year inflation-Adjusted  Year Inflation-Adjusted
Expenditures Expenditures Expenditures
in $ Billions in § Billions in $ Billions
1950 30.5 1969 852 1988 107.8
1951 439 1970 806 1989 125.7
1952 43.7 1971 724 1990 128.7
1953 441 1972 79.8 1991 122.0
1954 445 1973 847 1992 128.0
1955 439 1974 102.4 1993 1229
1956 679 1975 981 1994 130.7
1857 606 18976 101.2 1995 145.8
1958 46.6 1877 111.0 1996 156.0
1959 44.0 1978 120.7 1997 158.8
1960 48.0 1979 124.2 1998 158.3
1961 46.0 1980 129.7 1999 163.6
1962 48.4 1981 133.0 2000 154.5
1963 52.2 1982 118.9 2001 1403
1964 60.1 1983 850 2002 1182
1965 73.7 1984 1111 2003 1054
1966 87.3 1985 1181 2004 104.0
1967 89.9 1986 107.2 2005 1135
1968 82.7 1987 107.5 2006 116.6

Source: U.8. Census Bureau, Annual Survey of Manufactures (ASM).

Inflation adjusted figures for Year 2000 doliars were calculated using multipliers derived from comparing nominal
U.S. GDP published U.S. Bureau of Economic Analysis to inflation-adjusted numbers published by same agency.

Figures from 1392-2006 include expenditures for both new and used plant and equipment.
Expenditures on used plant and equipment averaged just more than 4 percent of expenditures from 1992-1996.
Figures from 1991 and earlier are for new plant and equipment only.

U.S. manufacturing capacity also has grown at a slower rate in the 2000s than
in any of the past six decades. Growth was 50 percent for the 1950s, 63 percent for
the 1960s, 38 percent for the 1970s, 25 percent for the 1980s, and 57 for the 1990s.
Projected growth for the 2000s has fallen to a mere 16 percent or 1.6 percent per
year.?

U.S. manufacturing output numbers tell a similar tale as output in the 2000s has
grown at a slower rate than in any decade since the 1950s. Output growth was 69
percent for the 1950s, 54 percent for the 1960s, 40 percent for the 1970s, 23 percent
for the 1980s, and 56 percent for the 1990s. Projected output growth for the 2000s
is an anemic 13 percent or 1.3 percent per year.1° For the category that covers much

9Source: Federal Reserve Board, Industrial Capacity, Manufacturing (SIC), Not Seasonally
Adjusted.

10 Source: Federal Reserve Board, Industrial Output, Manufacturing (SIC), Not Seasonally Ad-
justed.
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of the Copland Industries production, U.S. Textile Mills, output is down 50.4 percent
from its peak in December 1997.

Finally, U.S. manufacturing employment collapsed between 2000 and 2003 and
has yet to recover from the downturn. It now has plummeted to 13.6 million, its
lowest level since May 1950 one month prior to the eruption of the Korean War.
Employment in the U.S. textile and apparel sectors has been even harder hit, falling
from 1,048,300 in January 2001 to 506,200 in April 2008—a loss of 542,100 jobs and
a decline of 51.7 percent.

U.S. Manufacturing Employment in Millions
Figures are for January of each year, not seasonally adjusted.

1950 - 13.122
1955 — 14.939
1960 — 15.559
1965 - 16.044
1970 -18.254
1975-17.1156
1980 - 19.132
1985 - 17.680
1990 - 17.648
1995 - 17.133
2000 -17.179
2005 - 14.142
2008 - 13.632

Source: U.S. Bureau of Labor Statistics

Pollyannas arguing that little is wrong with U.S. manufacturing cite U.S. manu-
facturing productivity increases as the main reason for employment decline. Al-
though U.S. manufacturing productivity indeed has doubled in recent years, U.S. de-
mand for manufactured goods has tripled. Because U.S. growth in demand for man-
ufactured goods exceeds growth in productivity, the United States should be adding
manufacturing jobs instead of losing them if it were maintaining its market.

The real culprit in the loss of U.S. manufacturing jobs is the loss of markets and
the loss of domestic markets to offshore producers in particular. Since 1980, U.S.
demand for durable manufactured goods has soared nearly 400 percent. U.S. pro-
duction of durable manufactured goods, however, only has grown by 40 percent of
that total.1! To further illustrate this point, U.S. Business and Industry Council Re-
search Fellow Alan Tonelson conducted a study on import penetration rates for 114
high tech and other capital-intensive industries in the U.S. manufacturing sector.
His research showed that import penetration rates for those industries jumped by
28.066 pl)zercent from a penetration rate of 21.4 percent in 1997 to 33.9 percent in

New Competitive Trade Policy Needed to Restore Health of U.S. Manufac-
turing
Considering the undeniable plight of U.S. manufacturing, a comprehensive new
U.S. trade policy to boost competitiveness desperately is needed.

Require Reciprocity—U.S. trade policy must be redirected to its original roots in
reciprocity, a concept clearly not present in the global economy’s chief trade regime,
the World Trade Organization (WTO). In the Uruguay Round, the United States
agreed to lower or eliminate most barriers to its market for manufactured products
without receiving commensurate market access from the rest of the world in return.
Today, the average U.S. bound tariff for industrial products is three percent, while
the average worldwide bound tariff is 30 percent.l13 Moreover, the average trade
weighted U.S. industrial tariff stands at less than 1.7 percent.

In this regard, one significant problem is the ability of WTO members to self-des-
ignate themselves as “developing countries,” a status granting them more favorable
trading privileges than self-designated “developed” countries such as the United

11Source: U.S. Commerce Department, U.S. Federal Reserve and MBG Information Services.

12See USBIC Research Alert, New Data Show Import Growth Depressing U.S. Industrial Out-
put; Advanced U.S. Manufacturers Keep Losing Ground in Home Market, by Alan Tonelson and
Sarah Linden, January 8, 2008.

13 Statement of Senator Charles Grassley at Senate Finance Hearing on WTO negotiations 10/
27/2005.
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States. The ability of WTO members to self-designate their country status must be
eliminated and replaced with objective criteria that accurately measure a country’s
ability to compete in the global trading arena.

Take China for example. While it may be a developing country in many respects,
it is an international superpower in terms of global trade. In both 2006 and 2007
China exported more manufacturing goods to the world than did the United
States.1* Yet under the current WTO regime, China is allowed to maintain high tar-
iff walls and other substantial non-tariff barriers to market access as a self-des-
ignated “developing country.”

The ongoing Doha Round negotiations only further would exacerbate the lack of
reciprocity afforded to U.S. producers. The Doha Round’s Non-Agricultural Market
Access (NAMA) text grants numerous exemptions to developing countries such as
that contained in the Hong Kong Declaration’s paragraph 14, “Take fully into ac-
count the special needs and interests of developing countries including through less
than full reciprocity in reduction commitments.” The NAMA Chairman’s July 2007
text states, “There is almost unanimous support that a simple Swiss formula with
two coefficients should be adopted.” Finally, for developed countries such as the
United States, the maximum industrial tariff allowed proposed in the current
NAMA negotiations is to be between eight and nine percent. In contrast, developing
countries such as China will be allowed a tariff ceiling that would fall between 19
and 23 percent.

Offset the VAT Border Tax Disadvantage—Currently, 149 countries, accounting
for approximately 95 percent of all U.S. trade, utilize a border-adjusted, value-added
(VAT) tax system implemented at average rate of 15.4 percent. This tax often is
among a country’s most significant revenue sources to pay for such expenditures as
nationalized health care and other vital government services.

Countries utilizing value-added tax systems impose those taxes on the cost of an
import plus all shipping, handling, insurance and tariff expenses. They also rebate
any VAT paid on a domestically produced good that is exported. Meanwhile, the
United States neither rebates the taxes paid by a producer upon the export of a
good nor imposes a significant tax burden on imports.

Consequently, goods produced in VAT countries have a built-in price advantage
over their U.S. counterparts. Producers in VAT countries often are able to export
goods at a price that deducts the U.S. equivalent of payroll and other taxes that
are used to pay for social security, unemployment insurance, and health care costs.
U.S. producers not only pay those U.S. taxes in the process of manufacturing domes-
tically produced goods, they also are forced to pay them in other countries the mo-
ment a U.S. export is slapped with a VAT. AMTAC estimates that border-adjusted
VAT schemes disadvantaged U.S. producers and service providers by a staggering
$428 billion in 2006.

Ordinarily, a VAT would be viewed as an impermissible export subsidy under cur-
rent trade rules. Unfortunately, in the years following World War II, the United
States agreed to a loophole under the old General Agreement on Tariffs and Trade
(GATT) the exempted VAT subsidies. Since allowing that loophole, use of the VAT
grew from just France to almost the rest of the world, 149 countries. And as one
would expect, VAT rates often have risen as tariff rates have fallen, creating a con-
stant, but less visible barrier to U.S. exports. For the European Union (EU), the av-
erage barrier to U.S. exports has remained nearly constant at 23.8 percent since
1968.15 Although the average EU tariff has dropped from 10.4 percent in 1968 to
4.4 percent in 2006, the average EU VAT has risen from 13.4 percent to 19.4 per-
cent.

Last year, Congressmen Bill Pascrell (D-NJ), Duncan Hunter (R—CA), Mike
Michaud (D-ME), and Walter Jones (R-NC) introduced H.R. 2600, the Border Tax
Equity Act, to offset the VAT disadvantage to U.S. producers and service providers.
Congressman Steven Rothman (D-NJ) of the Science and Technology Committee’s
Subcommittee on Oversight and Investigations also is among the 15 total (seven
Democrats and eight Republicans) House Members currently sponsoring the bill.
H.R. 2600’s swift enactment is a key to restoring U.S. manufacturing health.

Make Currency Manipulation an Actionable Subsidy—U.S. congressional and
executive inaction against blatant currency manipulation by China is inexcusable.

14 Sources: U.S. Department of Commerce, China Customs, and MBG Information Services.

15Sources: Simple averages of MFN tariff rates on industrial products applied by EU coun-
tries are from the OECD and UNCTAD. For 2006, the latest available tariff rate from UNCTAD,
for 2003, is assumed to remain constant. Simple averages of standard VAT rates of EU members
with a VAT in effect are from the European Commission. Aggregate trade barrier is the sum
of the average tariff rate and the average VAT rate for each year examined.
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For years that country has pegged the value of its currency, the yuan, to the U.S.
dollar at an artificially low rate. Factoring inflation, the value of the yuan has risen
in value by less than five percent against the U.S. dollar since its peg was “loos-
ened” to a basket of currencies in 2005. This policy has enabled China to simulta-
neously lower the cost of its exports and raise substantial barriers to imports.

Since 2001, the year China joined the WTO, the U.S. merchandise trade deficit
with that country has exploded from around $80 billion to a staggering $256 billion
in 2007.16 The cumulative U.S. trade deficit with China during that same time pe-
riod for manufactured goods was a staggering $1.2 trillion!

The United States imported $313.6 billion in manufactured goods from China in
2007. If, for example, China were undervaluing its currency by 35 percent, a figure
not unreasonable to many experts, it would amount to a subsidy of nearly $110 bil-
lion to Chinese manufacturing exporters. With subsidies like this, its should sur-
prise no one that less productive and efficient Chinese manufacturers can ship their
products halfway around the world to the United States and still undercut the
prices of their U.S. competitors.

Congressmen Tim Ryan (D-OH) and Duncan Hunter (R-CA) have introduced
H.R. 2942, the Currency Reform for Fair Trade Act of 2007, to discourage currency
manipulation by China, Japan, and other countries. A total of 44 Democrats and 31
Republicans (75 House Members total) are sponsoring the bill, including U.S. Rep-
resentatives Eddie Bernice Johnson (D-TX), Dana Rohrabacher (R-CA), and James
Sensenbrenner (R—WI) of the Science and Technology Committee’s Subcommittee on
Oversight and Investigations.

H.R. 2942’s strongest deterrent is a provision that would make currency manipu-
lation an actionable subsidy under U.S. countervailing duty (CVD) law. Enactment
of this legislation is imperative if the United States is to reduce its manufacturing
and trade policy competitiveness gap with China, Japan and others.

Separate Trade Enforcement from the Office of the U.S. Trade Representa-
tive—It is unreasonable to expect that an office who on one hand is charged with
negotiating trade agreements with other countries to then be able to turn around
and impartially punish them when they run afoul of U.S. trade law. The conflicts
of interest inherently are too great. As such, all enforcement of U.S. trade law
should be separated from the Office of the U.S. Trade Representative (USTR).

A separate U.S. governmental entity should be set up as an independent agency
or in another cabinet-level department, such as the U.S. Department of Commerce,
to enforce U.S. trade law. This body would be charged with aggressively pursuing
dumping, subsidy and intellectual property rights violation cases within the U.S. ju-
dicial and regulatory system and at the WTO. The anti-competitive dumping and
illegal subsidy practices revealed in recent cases against China (the case on coated
free sheet paper is a good example) should provide enough work to keep any en-
forcement agency busy for years.

Also as part of this reform, the U.S. Government should reduce the cost and bar-
riers to U.S. manufacturers attempting to bring trade enforcement cases. Presently,
anti-dumping and CVD cases often cost millions for U.S. manufacturers to prosecute
effectively. Even after making such a financial commitment, a favorable outcome is
not guaranteed. In addition, U.S. manufacturers in a product’s supply chain often
have almost no access to trade law remedies due to a lack of standing. Only the
assemblers of the final product and/or its workers, i.e. a union, usually effectively
have standing to file a case. These costs and barriers deter the filing of many legiti-
mate trade cases. The United States should consider adopting reforms to mimic the
European Union where manufacturers would submit data indicating a likelihood of
dumping or CVD infraction and the government then would investigate them and
render a decision.

Stop Negotiating FTAs With Countries That Cannot Buy Finished U.S.
Goods—Finally, the United States should stop negotiating free trade agreements
with countries or economic regions that either are unwilling or unable to buy fin-
ished U.S. goods at the same rate they export to the United States.

Flawed U.S. free trade agreements demonstrably have fueled the U.S. trade def-
icit. Measuring U.S. Government data for domestic exports!? minus imports for con-

16 Sources: U.S. Department of Commerce, U.S. Bureau of Economic Analysis, and MBG Infor-
mation Services.

17Domestic Exports are defined as exports of domestic merchandise include commodities
which are grown, produced or manufactured in the United States, and commodities of foreign
origin which have been changed in the United States, including U.S. Foreign Trade Zones, or
which have been enhanced in value by further manufacture in the United States.
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sumption,!® the U.S. trade deficit with our free trade partners has skyrocketed since
1989 from $13.55 billion to a whopping $187.84 billion in 2007.19 With just Canada
and Mexico between 1994 and 2007, the United States ran a cumulative trade def-
icit in manufacturing goods of $397.6 billion, a merchandise trade deficit of $1.071
trillion, and a current account deficit in goods and services of $942.2 billion.

U.S. Trade Deficits with FTA Partners 1989-2007

1989 (Israel + Canada): -$13,549,305,466

1990 (lsrael + Canada): -$13,395,009,866

1991 (Israel + Canada): -$12,206,751,399

1992 (Israel + Canada): -$15,179,629,034

1993 (Israel + Canaday): -$19,088,159,601

1994 (Israel, Canada, Mexico): -$25,429,628,843

1995 (Israel, Canada, Mexico): -$49,369,863,070

1996 (Israel, Canada, Mexico): -$58,021,526,324

1997 (Israel, Canada, Mexico): -$52,183,393,917

1998 (Israel, Canada, Mexico): -$57,504,788,445

1999 (Israel, Canada, Mexico): -$83,674,235,439

2000 (Israel, Canada, Mexico). -$114,509,613,954

2001 (Israel, Canada, Mexico): -$118,007,897,734

2002 (Israel, Canada, Mexico, Jordan): -$123,167,746,864

2003 (Israel, Canada, Mexico, Jordan): -$137,750,076,888

2004 (Israel, Canada, Mexico, Jordan, Singapore, Chile): -$162,306,487,398

2005 (Israel, Canada, Mexico, Jordan, Singapore, Chile, Australia): -$174,084,390,236
2006 (Israel, Canada, Mexico, Jordan, Singapore, Chile, Australia, Morocco): -$189,415,360,242

2007 (Israel, Canada, Mexico, Jordan, Singapore, Chile, Australia, Morocco, El Salvador, Honduras, Nicaragua,
Guatemala, Bahrain): -$187,843,239,265

Source: U.S. international Trade Commission

Instead of seeking out negotiating partners in small or developing countries, the
United States should be targeting agreements or economic alliances with countries
that have lucrative consumption markets and a settled rule of law. Japan or the
European Union would be examples of two good candidates. These trade partners
both have sufficient large populations and high standards of living to buy sizable
quantities of U.S. exports if a good free trade agreement were negotiated and prop-
erly enforced.

Conclusion

Despite the hardships it has faced, the health of U.S. manufacturing quickly can
be restored if the United States addresses its manufacturing policy competitiveness
issues by fixing its broken trade policy. Weak and inefficient U.S. manufacturers
closed their doors years ago. Only the strongest and most efficient U.S. manufactur-
ers have been able to survive in such a hostile competitive atmosphere. These com-
panies will be well placed to ramp up new investment, reclaim lost market share,
and add employment if the U.S. Government boosts competitiveness by removing
trade policy obstacles impeding their success.

18 Imports for Consumption measure the merchandise that has physically cleared Customs ei-
ther entering consumption channels immediately or entering after withdrawal from bonded
warehouses under Customs custody or from Foreign Trade Zones.

19 Source: U.S. Department of Commerce.
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Capital Expenditares for Plamt ard Eguipment
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The Recent Jobs Record in the States
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The Cost in Jobs of China Trade Deficits: 200007
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The Median Income of Households: 2008 to 3606
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Cormpanmuslizn n el Cersline: Reslscing High Wege With Low Wage Joba
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Compeniation in Morth Carclina; Replicng High Wags Wih Low Wage Jobs
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Compeniation in Morth Carclina; Replicng High Wags Wih Low Wage Jobs
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Household and Federal Debt Percent of GDP:
Post-WWil Debt Levels fell but have rocketed to All-Time Highs

% Dbt to GOP at end of each Fiscal Year
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BIOGRAPHY FOR JAMES R. COPLAND, III

Education

Elementary and High School—public schools Burlington, NC
College—1962 graduate UNC—Chapel Hill

Morehead Scholar, Phi Beta Kappa

Degree—B.S. Business Administration

Work Experience
1962—Present—Copland Industries, Inc./Copland Fabrics, Inc.

1986-2004—President, Treasurer & CEO, Copland Industries, Inc. & Copland Fab-
rics, Inc.

2004—Present—Chairman of the Board, Copland Industries, Inc. & Copland Fabrics,
Inc.

1970-Present—Director, Copland Industries, Inc. & Copland Fabrics, Inc.

1963-1986—Director, Northwestern Bank, Burlington, NC

1977-1986—Director, Northwestern Bank, North Wilkesboro (Corporate Board)

1986-1987—Director, First Union National Bank, NC Board

1988-1996—Director, Executive Committee, FirstSouth Bank, Burlington, NC

1997-Present—Director, Chairman, MidCarolina Bank

1982-Present—Director, Vice President, Executive Committee, Lutheran Retirement
Ministries, Burlington, NC

1986—Present—Capital Treasurer, Macedonia Lutheran Church, Burlington, NC

1994—Alamance County Man of the Year

2006—Business Leadership Award, Elon University

1992-1996—UNC Board of Visitors

Worked with various charities and foundations including—United Way, Boy Scouts
of America, Alamance Citizens for Education, Alamance Community College,
Salvation Army, UNC Honors Program

Married—Harriett E. Copland (40 years)
3 Sons—James R. Copland, IV; Dr. Spencer T. Copland, Jason C. Copland

Chairman MILLER. Mr. O’Shaughnessy.

STATEMENTOF MR. M. BRIAN O’SHAUGHNESSY, CHAIRMAN,
REVERE COPPER PRODUCTS, INC.; MEMBER, BOARD OF DI-
RECTORS, COALITION FOR A PROSPEROUS AMERICA

Mr. O’SHAUGHNESSY. Thank you, Mr. Chairman.

My company is Revere Copper Products and was founded by Paul
Revere in 1801. We believe we are the oldest manufacturing com-
pany in the U.S.A. Our factory is in Rome, New York, and produces
copper and brass sheet, strip, coil, bar and extruded products for
shipment to other manufacturing companies. Revere is a domestic
manufacturing company and outsources nothing. My unwillingness
to outsource or sell out is based on loyalty and patriotism.

Please note that I also represent and serve on the Board of Di-
rectors of the Coalition for a Prosperous America, or CPA. This coa-
lition includes domestic manufacturing, organized labor, farming
and ranching. You should visit CPA at
www.ProsperousAmerica.org. My testimony includes positions on
issues that have not yet been considered by CPA but are ever
present in Revere’s besieged financial results.

Mr. Chairman, the United States is alone among major trading
nations in the world without a national trade policy. China and the
rest of the world are waging a mercantilist war on the United
States and the United States is sleeping as its factories, farms and
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ranches are being systematically destroyed. We desperately need a
national trade policy instead of a patchwork of trade agreements
that deepen the current problems and enable foreign protectionism.
Our nation’s focus on general trade agreements and FTAs is mis-
guided, inadequate and lacks strategic thinking.

While I am a proponent of free trade, the agreements to date
compound the problem while deceiving many who think free trade
is being promoted. This is one problem that has real solutions.

First, the United States cannot continue to negotiate global or bi-
lateral trade agreements as long as the other country is free to ma-
nipulate its currency and use VATSs to offset any tariff reduction.
Also, labor, environment, antitrust, quality and intellectual and
other property standards and trade agreements must be equivalent
to the burden placed on manufacturing, farming and ranching in
the United States or we just cannot compete and provide jobs in
the United States. Can you imagine competing in a global market
that gives your competition an eight-year head start? Yet that is
exactly what is being proposed to Kkill jobs with House legislation
for only domestic manufacturing companies to cap and trade and
die. If the environmental burden is unfair for our foreign competi-
tion, it is unfair for us. In the global trade war, who do you rep-
resent?

Second, the manipulation of its currency by China or any nation
is unacceptable. The first step should be to pass the Ryan-Hunter
bill, H.R. 2942, that would define currency manipulation as an ille-
gal subsidy and allow the application of countervailing duties,
CVDs, to offset the injurious impact of currency manipulation. The
Ryan-Hunter bill is designed to sanction the use of CVDs to offset
currency manipulation. We must assume that the system that gov-
erns world trade is broken and must be fixed immediately. If the
use of CVDs to offset currency manipulation does not lead China
to stop manipulating its currency, then the United States must
tallie stronger measures, even if it means stepping outside WTO
rules.

Third, the United States must reform its tax and health care sys-
tems and institute VATs on a scale that gives production of goods
and services in the United States a competitive advantage. Cur-
rently, the United States is the only country without such a policy.
The United States must significantly reduce or eliminate all na-
tional taxes, both corporate and personal, including income, divi-
dend, capital gain, estate, FICA and unemployment taxes and re-
place them with a consumption tax like a VAT. Under current
international trade rules, consumption taxes can be rebated on ex-
ports and imposed on imports. The United States refuses to recip-
rocate, disadvantaging all American-made goods that compete with
imports or are offered for export. No wonder we have such a mas-
sive trade deficit. In my opinion, those taxes must also include the
tax of health care costs. My concern is simply that health care can-
not be paid for by job providers in the United States competing
with job providers abroad who pay little, if any, health costs. Either
thle U.S. Government solves this problem or outsourcing will re-
solve it.

Fourth, the United States needs to ensure that its citizens and
businesses have access to substantial additional low-cost clean en-
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ergy so that they are able to compete on the world stage and keep
the environment clean. Our government needs to focus on the big
picture of global trade and the competitive position of the U.S.
economy, which is deteriorating. Please address these problems
with a national trade policy immediately.

When Paul Revere tried to rouse the countryside with his
wakeup call, what did the people do? They certainly didn’t go back
to sleep. We all need to wake up and listen but we must be careful
who we listen to. Visit RevereCopper.com and learn more. Wake
up, America.

Thank you, Mr. Chairman.

[The prepared statement of Mr. O’Shaughnessy follows:]

PREPARED STATEMENT OF M. BRIAN O’SHAUGHNESSY

Who Do You Represent?

Three and a half million manufacturing jobs have been lost in the USA since the
year 2000. Some attribute it to increased productivity—but previous recoveries typi-
cally resulted in a loss of about one million jobs in spite of productivity increases.
Some think it is our country’s responsibility to support fledgling economies because
we are the strongest, most powerful Nation in the world. Some say we need to set
a good example and others will follow. Make no mistake about it, protectionism
should not be the end game but it seems to be an acceptable practice when used
by everyone but the USA.

No matter how we try to rationalize it, millions of manufacturing jobs are going
overseas.

I'm sure this committee is well aware of the significant connect between manufac-
turing and research and development. Manufacturing and Technology News just ran
an article on May 16, 2008 that puts the foreign flight of technology in perspective.
Théz article is titled, “China Displaces United States In Georgia Tech’s Technology
Index.”

The article states, “China has surpassed the United States in a key measure of
high tech competitiveness. The Georgia Institute of Technology’s biannual High-
Tech Indicators finds that China improved its technological standing by nine points
over the period of 2005 to 2007, with the United States and Japan suffering declines
of 6.8 and 7.1 respectively. In Georgia Tech’s scale of one to 100, China’s techno-
logical standing now rests at 82.8, compared to the U.S. at 76.1. The United States
peaked at 95.4 in 1999. China has increased from 22.5 in 1996 to 82.8 in 2007.”

“The message speaks out pretty loudly,” says Alan Porter, Co-Director of Georgia
Tech’s Technology Policy and Assessment Center, which produces the benchmark.

“[ think the prospects are pretty scary.”

My company is Revere Copper Products. We were founded in 1801 by Paul Revere
and believe we are the oldest manufacturing company in the USA. Our factory is
in Rome, New York and produces copper and brass sheet, strip, coil and extruded
products for shipment to other manufacturing companies. Revere is a domestic man-
ufacturing company and outsources nothing.

My unwillingness to outsource or sell out is based solely on loyalty and patriotism.

Please note that I also represent and serve on the Board of Directors of the Coali-
tion for a Prosperous America (CPA). This coalition includes domestic manufac-
turing, organized labor, farming and ranching. You should visit CPA at
www.prosperousamerica.org. My testimony includes positions on issues that have
not yet been considered by CPA but are ever present in Revere’s besieged financial
results.

So Revere is part of the copper and brass industry of the USA. In December, 2006,
China’s State Assets Supervisory and Administration Commission (SASAC) which
is second only to its politburo directed that this industry in China be designated a
“heavyweight” and a “vital artery of the national economy and essential to national
security.”

Revere’s founding was considered vital to U.S. national security in 1800.

The U.S. Government loaned Paul Revere $10,000 to construct the first copper
rolling mill in North America. The War Department was concerned about another
war with the British and worried about the domestic content of its naval vessels
to wage such a war. The USS Constitution needed copper sheathing to prevent bar-
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nacles from growing on its sides underwater. Barnacles would slow the ship and
cause extra time in dock to remove them. Such copper was previously rolled in Brit-
ain.

That’s how Revere started and how the USS Constitution came to be sheathed with
Revere Copper.

Today, many of Revere’s customers are manufacturing companies located through-
out the USA. Since 2000, about 30 percent of these customers have shut down,
moved offshore or outsourced their production. Revere’s customer mix is quite broad
ranging from building and construction, transportation, electrical and electronics in-
cluding weapon systems. Revere’s engineers work on research and development
projects regarding national defense applications including the Nation’s new aircraft
carrier under construction, the Gerald Ford. But in the context of Revere’s history,
let’s just describe what happened recently to the production of a simple silver bowl.

Of course, this silver bowl was designed by Paul Revere.

In the year 2000, Revere shipped copper coils about 20 miles to Oneida Ltd. Onei-
da cut and formed that copper into a bowl and plated it with silver to produce a
Paul Revere silver bowl. Now, that product is as American as apple pie, right?
Wrong. Today, that bowl is manufactured in China and shipped to Oneida and sold
as a Paul Revere replica. You probably believe that the people of Revere just can’t
compete anymore with the people of China.

Let me explain why our people can compete but our government does not.

Let’s assume the production cost of that silver bowl made in China is 100 yuan.
China manipulates its currency so that the exchange is now about seven yuan to
$1. So the production cost in China is $14.28. But if the free market were to deter-
mine the rate of exchange, it would be about four yuan to $1 and the production
cost in China would be $25.00.

In other words, China manipulates its currency so that it subsidizes the cost of
manufacturing in China.

The current and the former U.S. administration have refused to take any concrete
action against such manipulation by China and have chosen instead to jawbone. The
problem with this strategy is that currency manipulation by China is serving its
best interests.

The manipulation of its currency reduces the competitiveness of every other prod-
uct, good and service in the world when compared to its production in China.

This form of protectionism by China is reaping huge rewards as its export-based
economy is growing three or four times faster than the rest of the world with fac-
tories being built at a pace beyond the imagination of anyone just a few years ago.
Meanwhile, factory jobs are disappearing in the USA and the world. Even manufac-
turing plants in Mexico are moving to China.

But this is more than an economic battle.

Did you catch the statement by Congressman Tim Ryan of Ohio concerning the
paper (“Unrestricted Warfare”) written by two Chinese military strategists? They
suggested that military supremacy be achieved by undermining the manufacturing
base of the United States by maintaining China’s currency at artificially low levels
to gain an economic advantage for Chinese manufacturing and destroying the manu-
facturing base of the United States. Seems to be working, doesn’t it?

Personally, I admire the Chinese culture and believe that China does not need
such a disruptive currency policy to compete in the world given its many other ad-
vantages. The Chinese economic policy is export driven by taxing its citizens
through currency manipulation which drives inflation and takes away their dispos-
able income. A market driven currency exchange rate policy would drive China’s
economy toward domestic consumption and a better life for its citizens.

But make no mistake about it, China is waging a mercantile war on the world and
the world is sleeping.

Why is the world sleeping? First, we must look at the role of the multinationals.
Remember in the 1980s when Japan was such a fierce competitor in so many U.S.
markets. The reaction by our largest corporations was loud and largely one voice
calling for tariffs and restraints. Contrast that with today as most of the largest
U.S. corporations are so much more international and especially with their invest-
ments in China. Many that do not have direct investments in China buy substantial
numbers of components from China’s factories. Many have set their strategic plans
to produce components or products in China.

It may surprise you to learn that I don’t have a problem with any company that
sets up a plant offshore or imports components or products. But if manufacturing
in America must compete with the protectionist policies of any foreign government,
that is not fair. And if meaningful corrective action by the U.S. Government is
thwarted by U.S. manufacturing and financial service companies who gain from
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such protectionism, that is wrong. CEOs of multinational companies are put in a
very difficult position by national trade policies.

They have to choose between their company and their country.

Let me explain. Earlier I mentioned that China practices a policy of managing its
currency at artificially low levels to gain a competitive advantage for any export
products or services produced in China . . . by as much as 40 percent! Now, you
must realize a simple truth, a multinational that manufactures in China and bene-
fits significantly from this advantage doesn’t want this to change.

It is not my intention to vilify multinationals or the capable CEOs who run them.
These executives are charged with representing the best interests of their share-
holders. Also, many of these CEOs of “American” companies are not U.S. citizens
nor are many of their shareholders. For example, the Chairman of Coca-Cola is Irish
and its President is Turkish!

It is important to appreciate that it is in our nation’s best interest to have the
corporate headquarters of a multinational located in the USA even if it has no re-
maining production facilities here. That is not so that they can be taxed and regu-
laillted and driven away but so that the high skilled, corporate level jobs are here not
there . . ..

So when issues such as patriotism are raised in this paper, it is really an appeal
to U.S. political leadership not that of multinational corporations.

Companies that manufacture in the USA and must compete with either multi-
nationals or companies that outsource components from abroad believe currency ma-
nipulation is unfair and must be stopped. They see other U.S.-based manufacturing
plants shutting down and are concerned that will be their fate. These domestic man-
ufacturing companies want the U.S. Government to take effective action to right
this wrong and the sooner, the better.

At a 2006 meeting I attended of an international economic policy committee of an
association of manufacturing companies, one manufacturing company said that it
buys components from China and does not want the current situation to change.
Now there’s a breath of honesty. Maybe not patriotic but at least he’s honest.

Patriotic . . . why bring that word into the mix?

Well, you see the strength of manufacturing is an inherent strength of our coun-
try. Some economists believe our country is in a transition from a manufacturing
economy to a service economy just as it transitioned from an agricultural economy
to a manufacturing economy years ago. But maybe the manufacturing economy was
simply layered on top of our agricultural economy just as the service economy is lay-
ered on the manufacturing economy. And it is certainly hard to argue against the
proposition that a weak manufacturing sector threatens our national security.

Even so, some economists cite data that the manufacturing sector is doing just
fine as it is producing more than ever before. Such data is misleading and you
should consider the source. For example, statistics on U.S. produced products in-
clude Dell computers which are merely assembled in the USA from components pro-
duced abroad. We could argue endlessly about this but the facts are the facts and
the fact is we have become a nation with a colossal trade deficit. In 2005, for the
first time in over a hundred years, our nation imported more food products than
it exported and our trade deficit in manufactured goods continues to soar. Indeed,
our nation’s trade deficit is growing by $2 billion a day! (More about this later . . .)

Sounds like our nation needs some help.

Or at least some good advice . . . and that leads me to integrity. You see when
a CEO attempts to push an agenda that supports Chinese protectionism rather than
an agenda that goes against that protectionism, maybe that CEO should declare
that he or she is conflicted on this issue and should be recused from any forum that
determines U.S. trade policy. Many of these CEOs have plants in the USA which
would benefit from freer trade but they support their growing investments in plants
in China and outsource components from China by choosing their company’s best
short-term interests over that of their own domestic plants and their country.

That’s because they have to but you don’t!

Supposedly, one issue before us today is how to stop China from managing its cur-
rency so as to give its production of goods and services an unfair competitive advan-
tage. Or, is it? If you recall, earlier I mentioned the multinational delegate, the hon-
est one . . . he said he was against a proposal that would raise his prices on the
components he buys from China. I believe the real issue is, “Should the USA sup-
port measures that will not work so multinationals can support them or should the
USA support measures that will work to cause China to change its policy of man-
aging its currency?”

The multinationals have endless arguments for stretching out the process like
.. .. “We don’t want to start a trade war now, do we?” But we are already in a
trade war, aren’t we? Of course we are and we are losing. We are pacifists in this
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war. How about this one by the multinationals . . .. “Your policies are protec-
tionist!” Yes, they actually say that, can you imagine? Often the accuser benefits
from China’s export subsidies which are clearly prohibited by the WTO as protec-
tionist.

P The irony is that domestic producers are the victims of protectionism not the bene-
iciaries.

Another argument we hear is, “What about their fragile banking system?” This
one has been around for years and of course, it is impossible to amend an economic
strategy let alone a banking system that depends on subsidization to such an extent
without removing the subsidy, isn’t it? Besides, their banks are owned by the same
government that is holding more than 1.7 trillion U.S. dollars worth of official re-
1serves. Maybe their banks are not quite as insolvent as you have been lead to be-
ieve . . ..

China set up a system to manage the movement of its currency toward market
levels and then used it to move its currency at rates about four percent per year
compared to estimates of an underlying rate of appreciation of five percent of its
currency, thereby exacerbating the problem.

Even if China were immediately to stop manipulating its currency, there is noth-
ing to deter China from returning to the policy at a time of its choosing. Equally,
other countries would be free to continue or adopt similar mercantilist policies with
impunity. In fact, the author of a paper published by the UN Conference on Trade
and Development in “China in a Globalizing World” (2005) has advised developing
countries that “China’s experience in the past decade can be seen as a model of a
successful development strategy.”

The author continued, “As in other Asian countries in the past, fixing the real ex-
change rate at a favorable level and promoting exports offers the possibility of pene-
trating world markets rapidly and experiencing strong growth and capital accumu-
lation. The penetration of foreign markets brings about the rise in income needed
to finance increased investment without recourse to net foreign capital inflows.”

The experience so far is that China is going to delay as long as it can and make
corrections in as small increments as it can get away with given its support.

Part of that support comes from U.S. trade objectives which please the multi-
nationals that are aligned with the trade policies of China. Never give in on trade
issues, but, if ever, give slowly . . ..

There is no easy solution to this Chinese puzzle. Even I have supported the verbal
approach . . . for years. Our nation could simply slap a tariff on all imports from
Chinese and other nations that manage their currency but I think we must take
measured concrete steps that increase in severity before such a step.

China is not the only country that manipulates its currency to gain a competitive
advantage. Other Asian nations also manipulate their currency partly as a defensive
mechanism so their producers of goods and services can compete with goods and
services originating from China.

It is important to understand that the end of currency manipulation will not end
the depreciation of the U.S. dollar against other currencies including China’s yuan.

For this reason, it is difficult and perhaps impossible to develop a coherent trade
policy to deal with China without considering the tax policies of our own country.
China uses a Value Added Tax (VAT) to protect its domestic production of goods
and services and uses its revenues to fund government programs such as national
health care. VATs are a tax but they are also a form of tariffs which are largely
exempt from World Trade Organization (WTO) rules. The WTO was established to
advance world trade. It has developed ground rules for international commerce and
mediates trade disputes. Of course, China also employs a VAT tax but unlike every-
one else, the VAT is applied in a discriminatory manner which is in direct violation
of WTO rules.

Market determined exchange rates simply put all nations back at the
starting gate for the race to determine who will win the battle to produce
competitive goods and services assuming all other things are equal. Of
course, all other things are not equal and because of this our nation’s in-
ability to compete with China and the rest of the world means that our cur-
rency will continue to depreciate and the standard of living of all Ameri-
cans will decline and our nation will grow weaker.

This is because other trading nations use revenues generated by Value Added
Taxes (VATs) to reduce the tax and health care burden on their production of goods
and services and the most ambitious nations are developing energy policies which
give them a competitive edge.

Here is a real world example of how VATSs are used by other governments to pro-
tect their industry. Revere had an industrial plate mill in New Bedford, Massachu-
setts for 145 years. The plate was used in heat exchangers and in unique applica-
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tions for U.S. national defense. It was considered the best quality plate in the world.
Its major competitors were located in Germany but could be located in China and
the principles and the result would be the same. These competitors were able to un-
dercut Revere’s prices thanks to a VAT that the German government applies to all
goods and services sold in Germany, domestic or imported.

When New Bedford shipped its plate to Germany for its consumption, that plate
paid the 19 percent German VAT tax. If the German mills ship plate to the USA,
the 19 percent VAT tax is rebated. VAT revenues allow the German Government
to help fund national health care costs and reduce corporate taxes. So German com-

etitors pay far less in taxes and medical costs. Medical costs alone amount to about
510,000 per employee for Revere. Ironically and tragically, the New Bedford workers
had to bear the burden of helping to pay for the health care of the German workers
they competed with through the payment of German VATSs on any Revere products
shipped to Germany.

Naturally, Revere hardly shipped any product to Germany while its German com-
petitors just loved the U.S. market.

Meanwhile, the American worker is expected to respond to these pressures by in-
creasing productivity and reducing waste. The people at Revere’s New Bedford plant
did that at an astonishing pace, averaging productivity improvement at the rate of
10 percent a year for the last six years. During this period the workers and manage-
ment of this mill did everything that was asked.

Yet, even that wasn’t enough—on March 5, 2007, Revere announced the closure of
its New Bedford mill and the loss of 87 good paying jobs.

In recent years, the USA has been negotiating Free Trade Agreements (FTAs) in
an effort to get other countries to lower tariffs. This has led to the North American
Free Agreement (NAFTA) in which the U.S., Canada and Mexico reduced outright
tariffs. Around the time of the negotiations, however, Canada instituted VAT taxes
while Mexico increased its VAT rates. VATs are excluded.

How can the USA continue to negotiate trade agreements allowing other nations
to offset tariff reductions with VATs and other forms of border adjustable taxes and
manipulate their currency?

VAT Hikes Keep Aggragate
European Trade Barrier Con
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These VATSs are applied on our products by over 140 foreign countries. The chart
above shows how the European Union countries have managed to increase VATs
while lowering other types of tariffs—keeping the effective tariff the same despite
trade agreements. Mexico and Canada have made similar adjustments despite
FTAs. Countries that sign FTAs are free to replace the tariffs they give up with
VATs charged on our goods sold to them.

The revenues collected by the foreign countries help pay for the health care cost
of their manufacturing workers that U.S. workers must compete against. Foreign
countries also have to collect VATs on their domestic production to comply with
World Trade Organization (WTO) rules on trade but then use them to lower cor-
porate and payroll taxes on domestic production of goods and services. Foreign pro-
ducers gain even further as their nations refund their VATSs on exports.

VATSs protect the domestic production of goods and services in any country that
has them. The lack of a VAT in the USA allows European nations to gain market
share from the USA partially offsetting the impact of China’s manipulation of its
currency on the production of goods and services in Europe. That’s one reason why
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Europe is less vocal about China’s mercantile war. The lack of VATs in the USA
also largely explains why the USA has a trading deficit with virtually every other
trading nation in every class of goods.

VATSs have been adopted by all of the world’s major trading nations, excluding the
USA and some oil producing Middle Eastern nations.

Another nail in the coffin of U.S. manufacturing would be if the USA were to sign
the Kyoto Treaty. The Kyoto Treaty exempts China, India, Brazil and other devel-
oping nations from its standards. But the carbon emissions per $1,000 of GNP in
China are seven times that of the USA while India emits three times as much. The
Kyoto Treaty and other measures such as Regional & National Greenhouse Gas Ini-
tiatives and carbon cap and trade schemes drive manufacturing from developed
countries with more strict standards to countries with much worse practices.

These treaties and regulations have the unintended consequence of increasing car-
bon emissions and global warming as factories are shutdown in the USA and Europe
and production increases in China.

During the days of substantial aid programs by the USA to developing nations,
the primary consideration was to build an infrastructure. That included large scale
projects to supply low cost, economic energy. Of course, what is true for developing
nations is also true for developed nations that must compete in a global economy
. . . the provision of low cost, competitive power is essential to success.

The gigantic footprint of windmills, solar energy, bio-fuels, and hydropower is so
vast and the costs so uneconomic that no nation that is serious about engaging in
the global competition for skilled jobs is embarking on these power programs to the
extent of the USA. Any energy source that must be mandated, subsidized and sur-
charged to such an extent cannot be economic, can it?

In my opinion, the best large scale, low cost source of clean energy is nuclear.
China i1s planning 40 new nuclear power plants; Japan is building 10 more while
France relies on nuclear for 80 percent of its electricity. Why? Nuclear power is
clean and low cost if sitting and environmental concerns are managed. Nuclear
waste is dangerous but can be contained in areas much smaller than most people
realize. Thirty years of nuclear waste from a 1,000 MW plant would fit in an area
the size of a high school gym. If other countries can do it, why can’t the USA?

The loss of manufacturing jobs to date in the USA is only the tip of the iceberg.
The impact of currency manipulation, VATs and environmental/energy costs are not
limited to manufactured goods. Any goods and services that compete in global mar-
kets, either directly or as part of a supply chain, are exposed to these protectionist
forces. Future losses will go far beyond the continued loss of manufacturing jobs and
extend to the agriculture, food processing and service industries. Indeed, Alan Blind-
er, former Federal Reserve Vice Chairman, was quoted in the Wall Street Journal
on March 28th saying that, “. . . as many as 40 million American jobs (are) at risk
of being shipped out of the country in the next decade or two.”

Policy-makers and citizens must realize the urgency of the matter. The USA must
see itself as a competing nation . . . competing in a global market for good paying
jobs. But it’s not only about jobs. It is also about national security and our entire
economy. Factories producing goods and services necessary for U.S. national defense
are moving offshore. The U.S. trade deficit is growing $2 billion a day. China and
Japan have each accumulated more than U.S. $1 trillion. The accumulation of U.S.
currency by China and other Asian nations is a growing bubble.

So, the looming question is, “What should be done to counter this offensive and
protective behavior by other nations?”

First, the USA cannot continue to negotiate global or bilateral trade agreements
as long as the other country is free to manipulate its currency and use VATSs to off-
set any tariff reduction. Also labor, environmental, antitrust, quality and intellec-
tual and other property standards in free trade agreements must be equivalent to
the burden placed on manufacturing, farming and ranching in the USA or we just
cannot compete and provide jobs in the USA.

Can you imagine competing in a global market that gives your competition an
eight year head start? Yet, that is exactly what is being proposed to kill jobs in cur-
rent House legislation for domestic manufacturing to cap and trade and die. If the
environmental burden is unfair for foreign competitors, it’s unfair for us.

In the global trade war, who do you represent?

Second, the manipulation of its currency by China or any nation is unacceptable.
The first step should be to pass the Ryan Hunter bill (H.R. 2942) that would define
currency manipulation as an illegal subsidy and allow the application of Counter-
vailing Duties (CVDs) to offset the injurious impact of the currency manipulation.
The Ryan Hunter bill is designed to be compliant with the rules of the WTO. That
being said, if the WTO refuses for any reason to sanction the use of CVDs to offset
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currency manipulation, we must assume that the system that governs world trade
is broken and must be fixed. Immediately!

If the use of CVDs to offset currency manipulation does not lead China to stop ma-
nipulating its currency, then the USA must take stronger measures, even if it means
stepping outside WTO rules.

Third, the USA must reform its tax and health care systems and institute VATs
on a scale that gives production of goods and services in the USA a competitive ad-
vantage.

A smart competitor never looks at where a competitor is and tries to match that
position. A smart competitor might try to match where a competitor is going to be
at a certain time. But the most intelligent competitor attempts to gain a competitive
adv}(:ntage by providing a product beyond where the competition is going to line up
in the race.

In order to achieve this objective, the USA must significantly reduce or eliminate
all national taxes, both corporate and personal, including income, dividend, capital
gain, estate, FICA and unemployment taxes and replace them with a consumption
tax like a VAT. Under current international trade rules, consumption taxes can be
rebated on exports and imposed on imports. The U.S. refuses to reciprocate,
disadvantaging all American-made goods that compete with imports or are offered
for export. No wonder, we have such a massive trade deficit!

The regressive nature of a VAT or consumption tax should also be offset by the
provision of a national health care system to offset the unique American health care
“tax on jobs.”

A national health care system could utilize private insurance to provide the best
choice to U.S. consumers or we could adopt a system similar to that employed by
Great Britain. It provides universal health care for all but allows any citizen to opt
out to private care as long as they are willing to pay the cost. I am not aware of
any nation that is considering dropping its health care system to adopt the system
used in the USA which eats up twice as much GNP per capita and burdens the do-
mestic production of goods and services. My concern is simply that health care can-
not be paid for by job providers in the USA competing with job providers abroad
who pay little if any health costs.

Either the U.S. Government solves this problem or outsourcing will resolve it.

Also, adverse impacts on charitable and lending institutions need to be offset by
matching charitable grants and providing housing subsidies which could further oft-
set the regressive VAT system and make it fair. The new system should be designed
to be revenue neutral for all classes.

Fourth, the USA needs to ensure that its citizens and businesses have access to
substantial, additional low cost, clean energy so that they are able to compete on
the world stage and keep the environment clean. The USA should use a system
similar to the one used by the Base Realignment and Closure (BRAC) Commission
to determine the location of surviving military bases to site nuclear power stations
throughout the USA. Competing nations all over the world are building terminals
and pipelines to receive natural gas to supply their manufacturing and economic
base. So must the USA. We simply must not allow the events of 9/11 to destroy our
naticl)n’s ability to compete by stifling the expansion of natural gas terminals and
pipelines.

The U.S. is alone among major trading nations in the world without a national
trade policy.

The result is that the U.S. is being defeated in international trade. American
manufacturers are extremely efficient. Indeed, I would argue those still remaining
are the most efficient in the world because they are surviving despite unfair foreign
protectionist practices that general trade agreements like GATT and Free Trade
Agreements (FTAs) allow to continue.

The demand in the U.S. for durable manufactured goods has soared about 400
percent since 1980 as our economy has grown. But U.S. production of these goods
grew only 40 percent. Without foreign government trade cheating, U.S. production
would have been far greater. Revere Copper’s exports and domestic sales would
have grown very large indeed.

Our nation’s focus on general trade agreements and FTAs is misguided, inad-
equate and lacks strategic thinking. Although I am a proponent of free trade, the
agreements to date compound the problem, while deceiving many who think free
trade is being promoted.

China and the rest of the world are waging a mercantilist war on the U.S. and
the U.S. is sleeping as its factories, farms and ranches are being systematically de-
stroyed. We desperately need a national trade policy instead of a patchwork of trade
agreements that deepen the current problems and enable foreign protectionism.
That is what we should be hearing about from our Congress and the remaining
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Presidential candidates. We are running out of time. What a mess we are leaving
our children. This is one problem that has real solutions.

Our government needs to focus on the big picture of global trade and address these
problems with a national trade policy immediately.

When Paul Revere tried to rouse the countryside with his wake up call, what did
the people do? They certainly didn’t go back to sleep. We all need to wake up and
listen. But we must be careful who we listen to . . ..

Wake up, America!

BIOGRAPHY FOR M. BRIAN O’'SHAUGHNESSY

Brian O’Shaughnessy is the Chairman of Revere Copper Products and served as
President & CEO for almost twenty years until the end of 2007. His company was
founded in 1801 by Paul Revere and may be the oldest manufacturing company in
America. Revere does not make pots and pans anymore but makes copper and brass
sheet, strip and coil as well as extruded products for shipment to other manufac-
turing companies. Brian did a leveraged buy out of Revere in 1989.

Brian is recognized as an expert on international trade & taxes as well as energy
and environmental issues. He championed and chaired the world class, worldwide
copper industry’s environmental program. In February of 2006, the Copper Club
named Brian as its Copper Man of the Year—an international award considered the
most prestigious in the copper industry.

Brian has chaired two industrial energy advocacy committees and serves on the
board of directors of a third group. He also serves on the board of directors of a pub-
lic utility with transmission and distribution operations for gas and electricity in
New Hampshire, Maine and Massachusetts.

In 2005, Brian testified before the U.S. Senate Committee on Energy and Re-
sources and testified in 2006 before the U.S. House of Representatives Committee
on Government Reform regarding energy, trade and tax policy. In May, 2007, he tes-
tified before a tripartite hearing on China Currency Issues before subcommittees of
the House Ways and Means, Energy and Financial Services Committees. In July,
2007, he testified before a U.S. Senate subcommittee hearing on the impact of China
Trade on U.S. manufacturing. Brian has appeared on BBC World News and been
interviewed on Bloomberg on the Economy as well as PBS. Brian has written op-
ed pieces for various newspapers including the Boston Globe.

Brian also serves on the boards of directors of the Manufacturers Alliance of New
York and the Manufacturers Association of Central New York (MACNY) and served
on the BOD of the National Association of Manufacturers (NAM). At NAM, Brian
is on its International Economic Policy Committee and its China Policy Sub-
committee. Brian is a past Chairman of the U.S. Copper & Brass Fabricators Coun-
cil and currently a member of its BOD. He testified on its behalf before the Inter-
national Trade Commission. Brian is currently Chairman of the Copper Develop-
ment Association (CDA) and serves on the BOD of the Coalition for a Prosperous
America (CPA).

Brian is a national leader of domestic manufacturing companies attempting to
change U.S. international trade and tax policy to help level the playing field for do-
mestic manufacturing.

Prior to joining Revere, Brian spent twenty-one years in the international copper
mining industry with seven years each in operations, marketing and corporate ad-
ministration.

Brian graduated with a BS in Industrial Management from the University of Ne-
vada and studied International Business in Graduate School at the University of
Southern California. USC course work included “Advanced Problems of Inter-
national Finance” and “Case Studies in International Business.”

Brian is celebrating 40 years of marriage with three sons and four grandchildren.
In 2002, Mr. O’Shaughnessy rode his Harley Davidson on two-lane scenic roads from
Moody Beach, Maine to Seattle, Washington stopping off in Sturgis, South Dakota.
Mr. O’Shaughnessy is an avid snow-boarder and golfer but spends most of his time
working!

Chairman MILLER. Thank you.
Mr. Jurey.
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STATEMENT OF MR. WES JUREY, PRESIDENT AND CEO, THE
ARLINGTON, TEXAS CHAMBER OF COMMERCE

Mr. JUREY. Mr. Chairman, thank you for the opportunity to ap-
pear before the panel. I may bring a slightly different perspective
than those who have testified before.

As President of the El Paso Texas Chamber of Commerce during
the 1990s, I was leading that chamber during a period when we
lost 23,000 jobs in the garment industry so I am acutely aware of
those issues and yet many of the experiences there have led me to
the things I will share with you today, and at the end of that dec-
ade we actually had more net employment in the county despite
the fact that we lost that many jobs. I then went to Arlington,
Texas, in 2001 and have led that chamber in the past nearly seven
years, took that community from a time of economic stalemate to
a time of robust growth in its tax base and jobs as well, and so I
will offer some thoughts from those perspectives.

I would say at the outset that there are two factors that hap-
pened in the 1980s that we sometimes overlook, and that was that
the Cold War ended. We asked Premier Gorbachev to tear down
the wall, and the unintended consequences, we put three billion
people into competition with us in the world’s marketplace and we
are not going to turn that clock back. Then we invented the Inter-
net in the federal labs and we gave people the ability with the click
of a mouse to move CAD drawings and X-rays worldwide and we
are not going to close that door again either.

And so the reality is, we are in a truly globally driven, innova-
tion-driven economy and the critical issue, how do we maintain
U.S. competitiveness, and from my experience, these companies
have two critical factors they have to think about: do they have ac-
cess to a highly trained, skilled, competitive workforce, and what
is the true cost of doing business in the area they are at, often de-
rived from various factors including things like whether we tax
consumption, production or wealth, as well as what kind of regu-
latory climate and processes are they competing with in that cli-
mate, and so I will offer five brief suggestions.

Number 1: If you look at the publicly funded workforce system,
it is not that you need more dollars, it is that we need to think very
carefully about how we both allocate and deploy the dollars that
you do spend. And I would say that at the outset, if you look at
the Workforce Investment Act (WIA), it is written from a job seeker
perspective, not an employer or job creator perspective, and therein
lies your challenge. We are currently managing a grant for the
Texas Workforce Commission. It is a modest grant of $1 million,
and the goal is to create replicable, sustainable, scalable models of
how we engage the systems to work together to provide workers for
advanced manufacturers. I will give you simple examples. National
Semiconductor spent $50 million retooling a plant to go from a six-
to an eight-inch wafer to remain competitive in the United States,
finding no curriculum to retrain their staff with. We are putting
modest sums of money into National Semiconductor. Our commu-
nity college and our university, they are cataloging training Na-
tional Semi is having to develop. The outcome will be curriculum
that can be employed in the future at a fraction of the cost to Na-
tional Semi. A second quick example is Progressive, a company
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building a part for Lockheed Martin for the Joint Strike Fighter,
can’t find the seven machinists it needs today, let alone the 400 it
will need in the future. There are hundreds of unemployed machin-
ists in Michigan but the Texas Workforce Commission can’t spend
$1 letting them know these jobs exist, and there is little training
capacity in Texas, and so we are putting dollars into the Dallas
and Tarrant County college systems to create that capacity.

The commonality of many examples I could cite for you is that
under current DOL [Department of Laborl/WIA regulations, the
ways we are deploying and allocating these dollars would be ex-
ceedingly difficult to do under those regulations, and my bottom-
line recommendation, and there are many in my written testimony,
is a really thoughtful look at both the process and the measures
would help those dollars be spent far more effectively to address
many of the workforce needs and the challenges that these employ-
ers face.

Secondly, to recognize that if we need highly skilled workers to
drive a highly innovative economy, that if you look at the graduate
and postgraduate programs in the United States, 50 percent of
those students are either immigrants or they are foreign students.
Forty percent of all Ph.D.s granted in 2006 went to those foreign
students or immigrants and 75 percent of those Ph.D.s will go to
foreign students or immigrants in 2010. We have an incubator in
Arlington. We started it with the University in 2002. In the past
six years, more than 75 percent of all the intellectual discoveries
and innovative ideas coming to us came from foreign students and
immigrants, and the bottom line is, they can either go home and
take that innovation with them or we can find ways to both protect
our borders and welcome legal immigrants and keep the innovation
in the United States.

Third, federal R&D funding. In talks with Dr. Zerhouni at the
National Institutes of Health, I commend him because under
translational awards, called road maps sometimes, he has recog-
nized that if you take some of the $27 billion NIH uses to fund
health research and put it into the hands of universities that part-
ner with the private sector in a genuine collaborative environment,
that the commercialization activity resulting then takes place in
the United States, not foreign countries. And if you look at what
they are doing in Homeland in the Science and Technology Direc-
torate, they have funded six major research projects to date, all
through major universities all required collaboration with 20 to 30
other partners, both private sector and nonprofit and other univer-
sities. And I would commend you to those models because they take
Federal R&D dollars, they leverage private sector and university
dollars and they ensure the commercialization takes place in the
United States, and if you look carefully at Northern California from
the 1940s and 1950s on, it is frankly how they became Silicon Val-
ley.

Fourth, promote global cooperation in the international tax
arena. As was cited, foreign countries do many things with their
currency and their taxation, but the reality is, we have got to go
back to looking at the factors that drive U.S. competitiveness, and
a part of it is taxation. Are we taxing production, wealth or con-
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sumption? What does that do in the regulatory environment and
how does that impact cost structure?

I remember Reynolds aluminum plant in Arkansas in the 1980s.
They paid high wages, $25 to $45 an hour in 1984, but their cost
was the cost of electricity. They paid $100 million a year to Arkan-
sas Power and Light for electricity, and the rumor started that
they were going to move and go to another city in another state
and everybody scoffed at the idea because they just built the $42
million plant. The plant manager put it in perspective. He said,
“Wes, if you pass second grade math, you will understand that if
a city offers me that utility kilowatt hourage at $60 million a year,
in three years I will net $80 million to the bottom line in a highly
competitive industry while abandoning that plant to your indus-
trial development corporation and building a new plant in the
other city.” And so although we can say we kept those jobs in
America, that was little consolation for the people in Hot Springs
and Malvern, Arkansas, who lost their jobs, the city and county
who lost the tax base, and $100 million hole left in the rate base
of Arkansas Power and Light. And so it really is critical to think
about the cost factors of those companies and how we think glob-
ally and talk about the international tax arena. That could be an
area where the United States leadership could be impactful.

And fifth, focus on the prevention of harmful regulatory competi-
tion internationally. Use our economic international diplomacy in
those arenas. Imagine if the General Motors plant in Arlington,
Texas, that brings in components from over 600 suppliers through-
out the United States imposed tariffs on all of those supplies. Well,
the truth is, the United States economy is strong because inter-
state commerce is regulated in a way that allows that trade to flow
among and between the 50 states. In the global competition, we are
going to have to find ways for that trade to flow fairly throughout
the countries of the world because again, we are not going to be
able to turn the clock back.

I would say in summation that the number one most vital rec-
ommendation I have is that our economic policy promote
globalization. For 60 years we told foreign companies to open their
markets and for the last 20 years they finally did, and that coin-
cides with the time of economic prosperity in the United States. We
have got to recognize too that 96 percent of the world’s consumers
live in another country. We have grown because we were a land of
immigrants and we fed on their hunger and their energy and their
innovation and we have become one of the most open competitive
societies in the world, and I close by leaving you with this thought.
Dr. George Kozmetsky, considered one of the pioneers and founders
of Silicon Valley, published an extensive demographic analysis in
2000 going back to 1950 and forward to 2050. He said on giving
me a copy, “We are living in a time when 88 percent of the wealth
is controlled by 12 percent of the people in countries all demo-
graphically projected to decline through 2050, meaning 12 percent
of the world’s wealth is what 88 percent of the world’s people try
to survive on, all in countries demographically projected to grow for
the next 50 years. What do you think that means?” he said. And
my comment was, I would much rather understand what he
thought, and he said, “I think it is simple; Global competitiveness
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will cause us to finally go to war over resources or learn to inte-
grate the global economy so that every nation has a stake in a
strong global economy in which the United States can remain com-
petitive.

I appreciate the time given to me to speak to the panel.

[The prepared statement of Mr. Jurey follows:]

PREPARED STATEMENT OF WES JUREY

The United States today finds itself in unprecedented and unchartered waters.
For the past several decades, our super power status has largely gone unchallenged,
something seldom seen in history other than perhaps the Pax Romana nearly 2000
years ago. It has been an unprecedented time of global economic growth and expan-
sion, fueled, I would argue, by two seemingly unrelated events in the 1980s.

The first was the end of the Cold War, symbolized by President Reagan’s pro-
nouncement to Premier Gorbachev to “Tear down this wall.” What should be noted
is that the end of the Cold War allowed under developed nations to shift their focus
from defense to develop educational systems and economic and transportation infra-
structure necessary to compete.

The second was the discovery of the Internet in a U.S. federal lab, enabling every-
thing from x-rays to engineering design to be transferred world-wide with the sim-
ple click of a mouse. Viewed from an historical perspective, those two seemingly un-
related events in the 1980s have enabled global economic development during the
past 20 years.

In his book, The Post-American World,! Fareed Zakaria argues that we are living
through the third great power shift in modern history. The first, the rise of the
western world, around the 15th century, produced the world as we know it now—
science and technology, commerce and capitalism, and the industrial and agricul-
tural revolutions. It also led to the prolonged political dominance of the nations of
the western world.

The second, in the closing years of the 19th century, was the rise of the United
States. Once industrialized, becoming the most powerful nation in the world, strong-
er than any likely combination of other nations.

The third, the one we are experiencing now, is the rise of the rest of the world,
largely driven by a global economy that has dramatically accelerated. Zakaria fur-
ther argues that this post-American world, although an unsettling prospect for
Americans, is not a decline of America, but rather the rise of everyone else, fueled
by the Innovation Economy.

From my perspective, the Innovation Economy really isn’t new; it simply is a rel-
atively new way of describing what has always the driver of wealth creation. His-
torically, research resulting in technology innovation has been the primary driver
of economic growth and development.

For the most part, technology led economic development has clustered around and
been driven by universities who understood that commercializable research is the
basic cornerstone in the creation of technology start-ups. The most successful inno-
vation economies have been the result of effective partnerships between universities
and the private sector, focused on technology transfer from the lab to the market-
place. Clear examples include the role Stanford University and the University of
California played in the evolution of Silicon Valley; MIT and Harvard in the devel-
opment of the Boston Biotech Corridor; and Duke and the University of North Caro-
lina in the growth of the Research Triangle.

In these regions, applied research is the basic cornerstone for the creation of tech-
nology start-ups, new applications for existing technology, as well as new tech-
nologies. The resultant products form the basis for thousands of companies.

What is new, however, is the unprecedented challenge we face in our commu-
nities, regions, states and as a nation in terms of global competition. As examples,
the emergence and evolution of India, China and Brazil during the last two decades
from an economic perspective is truly staggering. If we clearly look back to the early
1900s, technology discoveries resulted in the creation of the assembly lines that
sparked the industrial revolution. In a similar manner, the discoveries that led to
the Internet essentially sparked the Innovation Economy we find ourselves com-
peting in today.

George Kozmetsky, one of the founders of Silicon Valley, stated “All human af-
fairs—political, social, economic, cultural, and business—are conducted by human

1The Post-American World, Fareed Zakaria, W.W. Norton & Company, Inc., 2008.
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beings; people’s motivations, ingenuity, and creativity ultimately determine success
or failure in all these human affairs.”2

His statement supports the U.S. Chamber’s premise that “the toughest, most im-
portant competition in the 21st century worldwide economy will be the global race
for talent and workers.? From my perspective, the outcomes will largely determine
U.S. competitiveness in the future.

We are competing in an era in which the U.S. represents only four percent of the
world’s population, while consuming approximately 26 percent of our planet’s avail-
able resources with the U.S. population projected to decline for the next 50 years.
At the same time, most of the planet’s natural resources, people, capital, and mar-
kets reside some place else, generally in countries where the populations are pro-
jected to grow for the next 50 years.

In recent columns, dated April 26 and May 4, 2008 in the Financial Times, Lau-
rence Summers, Harvard University professor, argues that America’s economic pol-
icy has supported an integrated global economy, stimulating the development in
poor countries, particularly in Asia, at unprecedented rates. Yet American commit-
ment to internationalist economic policy is ever more in doubt. He further argues
that this has been the right economic policy, and that withdrawing from the global
economy is untenable, ultimately reducing U.S. competitiveness.*

And from the Federal Reserve Bank’s March newsletter comes this opening line;
“Innovation is key to global growth in rising living standards.”5 My response is that
our ability to remain highly innovative depends largely upon our ability to continue
to train, educate, and retain a highly skilled workforce.

In responding to the Committee’s request to explore the issues of U.S. competi-
tiveness, and in particular those factors that drive and influence U.S. firms’ deci-
sions to retain existing production and research capacity at home or take it abroad,
I offer the following observations and suggestions.

I'll begin with an observation. Since 1990, corporate location decisions have in-
creasingly been driven by two key factors; the availability and competitiveness of
the workforce in areas in which the company locates, and the competitiveness of the
regulatory environment. Both determine the ability of the company to remain com-
petitive. Much has been said and written about incentives. In practice, I have found
that they are not the primary determinant, since the ability of a company to remain
profitable month after month, quarter after quarter, and year after year is highly
dependent upon the competency of the workforce and the cost of doing business in
a particular location. In a free market economy, it generally comes down to that.
From that perspective, I offer five suggestions to the Committee.

First, the manner in which we allocate and deploy funding for workforce develop-
ment should enable and empower our publicly funded workforce development system
to become talent developers rather than funders of training. Allow me to explain.
Since 1990, I have been highly involved with the U.S. Department of Labor, the
Texas Workforce Commission, and two local workforce development boards. I have
done so because in the communities I have served, I have found that the most crit-
ical need is to ensure that the companies we are attempting to both attract and re-
tain have access to a highly skilled, highly competitive, highly innovative workforce.

Through my participation in a variety of national pilot projects, and service on
various Texas Workforce System and U.S. Department of Labor advisory boards,
committees, and commissions, I have found that it is not necessarily the amount of
funding we allocate but rather the means by which we deploy it, and the restrictions
we place upon it. As a recent example, the Arlington Chamber of Commerce is cur-
rently administering a grant from the Texas Workforce Commission; the primary
purpose being to develop replicable, sustainable, scalable model pipelines that de-
velop the talent and supply chain for advanced manufacturers, rather than simply
funding job training assistance.

The focus of our work is fairly simplistic. The Chamber works to identify specific
workforce challenges employers face. In doing so, we engage the local workforce de-
velopment board, our local community college system, and our local university. Col-
lectively, as partners, we identify the challenge, design the solution, and do what
is necessary to resolve the employer defined challenge.

National Semiconductor, for example, recently spent $50 million retooling 26 ma-
chines to convert production from a six- to eight-inch wafer. Their challenge: to re-

2 Embracing the Global Demographics Transformation 1950-2050 Sharing Peace and Pros-
perity in the Global Marketplace, George Kozmetsky and Piyu Yue, IC2 Institute, University of
Texas at Austin.

3The State of American Business, 2008, Thomas J. Donahue, U.S. Chamber of Commerce.

4The Financial Times Ltd., Lawrence Summers, 2008.

5 Economic Letter, Federal Reserve Bank of Dallas, March 2008.
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train their workforce, with no curriculum available to do so. In response, the Cham-
ber engaged the university and community college to collectively catalogue training
conducted by National Semiconductor, in order to develop curriculum. Grant fund-
ing provided approximately 20 percent of National Semiconductor’s training cost.
The outcome—retrained workers and curriculum for future training needs, meeting
the critical need for the employer.

As another example, we began working with Progressive last fall, a local company
that is one of Lockheed Martin’s many subcontractors for the Joint Strike Fighter.
Progressive indicated they will need to hire 400 CNC machinists over the 20-year
life of the contract, and cannot find the seven they currently need. This, despite the
fact that their starting salary is $86,000 annually. As we continued this work, we
discovered that Progressive is not alone; that there are a significant number of com-
panies in need of machinists; and that the critical factor in North Texas is the lack
of capacity to train machinists. As a result, we are allocating some of the funds di-
rectly to the Dallas County and Tarrant County Community College Systems to en-
able their collaboration to develop the training capacity necessary to train skilled
machinists in North Texas.

It should be noted that in our discussions with employers, they indicated that
they can pay machinists $86,000 to $106,000 because of the increased productivity
of the United States’ worker; however, they also indicated that as wages continue
to escalate due to the lack of skilled machinists, there would come a point where
cost versus productivity would meet, and they would be forced to move these jobs
offshore.

As a third example, the General Motors Assembly Plant in Arlington is working
with us to develop internships for high school students, apprenticeships for prom-
ising interns, entry level certification, and incumbent worker training. All defined
as critical to their competitiveness. This example prompts me to point out that al-
though participants in DOL apprenticeship programs are paid during their appren-
ticeship, there are essentially no DOL funds allocated to directly support this effort,
other than direct staff technical assistance. This despite the fact that every federal
dollar spent for apprenticeship leverages significant private sector dollars.

What is important to understand about all three models is that they would be dif-
ficult to fund under current DOL/WIA guidelines. First, the law itself is crafted, and
the services and centers funded under WIA are based upon the job seekers perspec-
tive—the supply side—rather than the demand side. That translates into the need
for State and local workforce systems to be highly creative in structuring grants or
contracts in order to fund the types of activities I have cited.

Second, if it is truly our intent to create an employer driven system, then we must
take into account that employers are faced with two primary factors critical to their
competitiveness; speed to market, and rapid response to market conditions. That
same criterion, however, seldom applies to public funding. Therefore, we must mini-
mize both the time it takes an employer to secure funding, and the process employ-
ers’ view as unnecessarily cumbersome.

Third, we should assess the performance measures that State and local workforce
investment boards have to meet, because they don’t reflect the factors determining
industry competitiveness. Again, the focus of performance measures is on the supply
side, relative to job seekers, rather than the demand side, relative to jobs being cre-
ated. These measures also place more focus on entry level, rather than incumbent
workers who need enhanced skills to advance. By focusing on incumbent workers
who gain the skills to move up the ladder, we also create the entry level positions
job seekers require.

Fourth, the system should allow greater flexibility. I understand that a call for
flexibility is often perceived as a request to not be held accountable for achieving
results. In response, I firmly believe that recipients of these funds should be held
accountable for measurable outcomes. I also believe you must allow recipients the
flexibility to be innovative in the manner in which they work to achieve the measur-
able outcomes.

The simple truth is that employers don’t use the publicly funded workforce devel-
opment system. Whether real or perceived, they view it as difficult to work with and
unnecessarily cumbersome.

My overall recommendation is that a detailed analysis of the processes employers
are subject to in order to utilize these funds should lead to opportunities to effectively
streamline the process required, and re-think the measurements. I might add that a
recent study by the U.S. Small Business Administration indicated that the average
small business spends $7,647 annually as the cost of regulatory compliance per em-
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ployee.® When you add to that the slow, cumbersome, regulatory process to access
the publicly funded system, it may lead to a greater awareness as to why these
funds are not more effective in achieving the outcomes we expect from their use.

I would also suggest that it would be helpful if the U.S. Departments of Labor
and Education work together with major U.S. business organizations, such as the
U.S. Chamber of Commerce, the National Association of Manufacturers, and other
such national employer organizations, to clearly define workforce readiness pre-
cluding the fifty states from each separately trying to do so. Given our extremely
mobile workforce, we frequently find that workers are trained and certified for jobs
they can’t find in the regions they are in, requiring them to move to other regions
in order to secure meaningful employment. When they do so, their certification fre-
quently doesn’t reflect the work readiness credentials and certifications established
in other regions. An industry led and developed work readiness definition, univer-
sally accepted throughout the United States, would enable certification to be univer-
sally understood, increasing the likelihood of matching the supply of job seekers
with the demand of jobs we've created, regardless of the geography.

Second, if we recognize that highly skilled innovative people are necessary to drive
our economy, then we need to recognize that nearly 50 percent of the students in our
graduate and post-graduate programs at our nation’s universities are foreign stu-
dents and immigrants. In 2006, they received 40 percent of all Ph.D.s and by 2010,
75 percent of all science Ph.D.s in this country will be awarded to foreign students.
If our immigration policies allow these students to stay upon graduation, then inno-
vation will happen here. If our policies force them to leave, they take their innova-
tive talents with them.

In other words, the potential for American productivity may depend far more on
a rational immigration policy that both secures our borders and welcomes legal im-
migrants to our shore, rather than on the quality of our actual education systems
or amount we spend for research and development. Let me share a local example.

In 2002, the Arlington Chamber established the Arlington Technology Incubator
in partnership with the University of Texas at Arlington. Our focus was very
basic—we intended to support the commercialization of intellectual discoveries ema-
nating from the labs of our university. At the time, UT Arlington had one of the
first nano-fabrication labs in the southwest; and one of the few in the United States.
This essentially meant that UT-Arlington scientists could fabricate working me-
chanical devices at the molecular level. By contrast, the National Institute of Stand-
ards and Technology launched its nano-fabrication lab in 2007.

Our focus was on ensuring that research resulting in patentable, licensable dis-
coveries would be nurtured through proof of concept, proof of product, and proof of
market; providing access to venture funding to bridge the gap until the technology
was ready for introduction to the marketplace. During the past six years, the vast
majority of intellectual discoveries brought to the incubator are from scientists who
are foreign students or immigrants.

Third, we should allocate federal R&D funding, to the greatest extent possible, to
support industry academic research partnerships; thereby leveraging federal dollars
with both private sector and university dollars while ensuring that commercializa-
tion activity resulting from such research takes place in the United States. Allow me
to explain. During a meeting with Dr. Elias Zerhouni, Executive Director of the Na-
tional Institutes of Health, he indicated that of the approximate $27 billion annually
spent by NIH on health care and related research, most of the resultant commer-
cialization takes place offshore, in countries we compete against economically.
Under new programs developed by NIH, college and university systems are des-
ignated “translational centers” based on their ability to demonstrate significant col-
laboration among and between universities, while partnering with the private sec-
tor. Under the terms of the Bayh-Dole Act, granting the funds to universities who
partner with the private sector ensures that the patentable discoveries are commer-
cialized in the United States. This simple act—that of linking industry and aca-
demia while funding academia ensures that the commercialization of research fi-
nanced by federal R&D dollars would inure to the benefit of our local, regional,
State and national economies, and support the development of top tier research uni-
versities as regional economic drivers.

Fourth, we should take the lead to promote global cooperation in the international
tax arena. Just as U.S. corporations frequently locate in states where the corporate
tax structure favors their business model, firms that do business internationally in-
creasingly headquarter in countries whose tax structure favors their business model.
As we assess the issue of taxation, it should be noted that we fundamentally tax

6 The Impact of Regulatory Costs on Small Firms, W. Mark Crain, U.S. Small Business Ad-
ministration, September 2005.
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one of three things; productivity, consumption, or wealth. In turn, it is important
to understand the factors that drive a particular business, in terms of assessing the
impact of a country’s tax structure on that particular business. If, for example, a
particular business is capital intensive, meaning their business model requires sig-
nificant outlays for taxable property and equipment, then taxing wealth would be
seen as a disincentive to that business. On the other hand, a company with little
capital expense, but significant production cost would find a tax system built on tax-
ing production as a disincentive. What we often fail to take into account is the im-
pact of the allocation of tax in terms of production, wealth and consumption on the
key industry clusters that drive our economy.

Allow me to provide a simple analogy. During my tenure in Hot Springs, Arkan-
sas in the 1980s, a rumor surfaced that the Reynolds Aluminum plant might relo-
cate. At the time, the regional director of Arkansas Power & Light assured me it
wasn’t so, citing the expenditure by Reynolds of $42 million to build the plant. How-
ever, my conversation with the plant manager put it in proper perspective. My cost
isn’t people, he explained, although he paid his production workers $25 to $45 dol-
lars an hour in the mid 1980s. My cost, he stated, is a $100 million dollar a year
electric bill to Arkansas Power & Light. In recent months we have been offered the
same kilowatt hours for $60 million annually by other cities. The cost of this factory
including equipment, was only $42 million. I could actually abandon the factory and
move to one of the new communities offering reduced electrical rates, build a new
production plant, and still net $80 million over three years in a highly competitive
global business. When the plant closed, it left hundreds of people unemployed and
Arkansas Power & Light with a $100 million hole in its annual rate base. Sim-
plistic, perhaps, but it is one more way to point out that the factors that drive U.S.
companies to make decisions about where to locate are based on their ability to com-
pete; and that a key factor is their cost of doing business, whether based on the tax
structure or other key factors.

Fifth, we should focus our international economic diplomacy on the prevention of
harmful regulatory competition. As an example, imagine the challenge of the United
States maintaining economic prosperity if every state in the union had differing reg-
ulations that impacted interstate trade.

For example, imagine Texas imposing tariffs on the parts and components used
by General Motors in Arlington received from more than 600 suppliers located
throughout the U.S. The reality is the United States’ economy is vibrant largely be-
cause interstate commerce is supported by an overlay of federal regulatory guide-
lines rather than competitive State guidelines. In a similar manner, the United
States must acknowledge that the global marketplace increasingly needs to think
about global regulatory competition. Just as companies in countries we compete
against are integrating their production lines with developing countries, we must in-
teigrate our country’s regulatory structure with the structure of the world’s market-
place.

In closing, I would encourage the Committee to recognize that the single most im-
portant thing the Federal Government can do is support economic policies that pro-
mote healthy globalization, strengthening efforts to reduce inequality and insecurity
throughout the world.

For the past 60 years, the United States has encouraged foreign countries to open
up their markets and increasingly in the last 20 years they have done so. During
those two decades, the U.S. has also enjoyed unusually robust growth, low unem-
ployment, and increased productivity, with most of the job gains coming from small
and medium size businesses during a time of rapid globalization. I would argue that
the opening of these international trade markets has been a critical driver of our
economic growth, and as the world continues to globalize, we must continue to
globalize with it; particularly in a time when 96 percent of the world’s consumers
live in foreign lands.

At the same time, we should remember we are a land developed by the hunger
and energy of immigrants. In the process we have become the most open, flexible
society in the world. We have absorbed people—their cultures, their ideas, their
goods and services. That very openness has inspired and encouraged innovation.
And we are still dominant in the technologies that will drive future growth, such
as nanotechnology, and our universities are still among the best in the world. In
recent rankings, U.S. universities received eight of the top 10 rankings, 37 of the
top 50. Faced with continued international competition, we have adapted and ad-
justed; primarily through our ability to innovate.

I leave you with this closing thought. I was privileged to know George Kozmetsky,
both as a mentor and a friend. Acknowledged as one of Silicon Valley’s founders,
he published a demographic analysis in 2000. He gave me one of the first copies
with this comment; “Today 88 percent of the world’s wealth is controlled by 12 per-
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cent of the world’s population, all living in countries demographically projected to
decline in the next 50 years. That means 88 percent of the world’s population strug-
gles to live on 12 percent of the world’s wealth, all in countries demographically pro-
jected to grow over the next 50 years. What do you think that means?” I responded
by stating I was far more interested in what he thought. His reply has stayed with
me ever since. “It means one of two things, he said. We will ultimately go to war
over the resources nations need for people to survive, or we will learn to become
an international marketplace where trade and commerce link and integrate the
countries of the world, one to the other, providing the very motivation needed to sta-
bilize our global economy.”

The Arlington Chamber of Commerce

The Chamber’s mission is to serve as the primary catalyst for Arlington’s eco-
nomic development, fostering a positive business environment through the enhance-
ment and diversification of our economic base, representing the business community
on public policy and community issues that impact the ability of Arlington citizens
and businesses to reach their full economic potential.

The Arlington Chamber of Commerce is one of North Texas’ largest business fed-
erations, representing more than 1,400 businesses and organizations of every size,
sector, and region.

More than 96 percent of the Chamber’s members are small businesses with 100
or fewer employees, 70 percent of which have 10 or fewer employees. Yet, virtually
all of Arlington’s largest companies are also active members. We are particularly
cognizant of the problems of smaller businesses, as well as issues facing the busi-
ness community at large.

Besides representing a cross-section of the Arlington business community in terms
of number of employees, the Chamber represents a wide management spectrum by
type of business and location. Each major classification of American business—man-
ufacturing, retailing, services, construction, wholesaling, and finance—is rep-
resented. Also, the Chamber has substantial membership throughout North Texas.

The Chamber’s State and national engagement is substantial as well. The Cham-
ber has been and continues to be a participant in a number of State and national
pilot projects and innovation grants, focused on the Innovation Economy and devel-
oping and maintaining a competitive workforce.

Our positions on State and national issues are developed by a cross-section of
Chamber members serving on committees, subcommittees, and task forces. More
than 300 business people participate in this process.

BIOGRAPHY FOR WES JUREY

President & CEO of the Arlington Chamber of Commerce since 2001, Jurey also
serves as Chair of the U.S. Chamber’s Institute for a Competitive Workforce; was
appointed in 2007 to a six-year term on the Texas Workforce Investment Council;
and appointed in 2008 to a two year term on the U.S. Department of Labor’s Advi-
sory Committee on Apprenticeship. He was one of nine individuals appointed to the
U.S. Department of Labor committee charged with developing DOL’s five year re-
search plan for 2002-2007.

He founded the Center for Workforce Training & Preparation in El Paso, Texas;
was a partner in the establishment of the Center for Continuing Education & Work-
force Development in Arlington, Texas, and is the founder of the Arlington Tech-
nology Incubator.

DiscuUssION

Chairman MILLER. I want to thank all the panelists. We were
just called for a vote.

We have now had proposals that are out of the usual mainstream
political debate to the left and out of the mainstream political de-
bate to the right, so we wanted an open discussion of ideas that
aren’t part of the usual debate and we certainly have had that.

I will waive my first round and recognize Mr. Baird. Do you have
questions? Oh, one second, please. For now, Mr. Baird.

Mr. BAIRD. I thank the panelists. I thought all of the comments
were very insightful and I appreciate the struggles, particularly
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Mr. Copland and Mr. O’Shaughnessy as you try to meet the chal-
lenges of keeping domestic workforce and industry viable. One
could say that Mr. Jurey’s comments were contradictory to Mr.
Copland and Mr. O’Shaughnessy. I don’t necessarily see it so as I
listened. It sounded to me like Mr. Jurey was saying, “Look, if we
blame it all on trade, we are missing a whole lot of other things
we could be doing to make ourselves more competitive.” As the
three of you listened to each other, what are the areas of common
ground that you heard in one another’s testimony?

Mr. JUREY. I will start. One of the things that I will acknowledge
quickly is, they both face intense competitive pressures, and many
of the regulatory policies of the United States don’t necessarily help
them, and then there is reality. We have a company that I didn’t
talk about, Progressive, to an extent, the one trying to find the ma-
chinists. They are paying $86,000 a year to a starting machinist.
They will quickly get them to $106,000, and when they get them
trained at that level, their competition comes in, gives them a sign-
ing bonus, a higher salary and takes them away, and their com-
ment was, “We want as good corporate citizens to keep this job and
this work in the United States, but if you continue to not be capa-
ble of producing the machinists we need and the wages continue
to escalate, there will come a time when even that enhanced U.S.
productivity per worker will meet a certain mark and I am going
to have to be forced to do something different to remain competi-
tive.” And so again, if you look at the way we spend dollars, you
have got an apprentice program at the Department of Labor that
has almost no money to spend, and yet the minute you put people
in an apprenticeship program, they start getting industry wages.
There is a great return on the dollar spent to assist industry with
the cost of getting highly trained, competitive people who can cre-
ate that level of productivity.

Mr. BAIRD. Mr. Jurey, what you are saying is music to my ears.
I founded the Career and Technical Education Caucus in the Con-
gress. I just would ask you to not repeat this in front of our staff
lest we lose a number of fine young people to career and technical
fields like machinists because they will make more money doing
what they do there than they do here.

Mr. JUREY. Well, every time I have announced that salary, peo-
ple come up and give me cards and ask me where to apply, and
the reality is, that is where the job market is going, and we do
need to think differently about how the United States supports in-
dustries like the two on the panel with me. I simply think you also
have to take into account the fact that we are forced to compete
in a global economy, and pretending otherwise won’t make a dif-
ference, won’t change that.

Mr. BAIRD. Thank you.

Mr. O’Shaughnessy or Mr. Copland, any comments?

Mr. O’'SHAUGHNESSY. I think job training is an important factor,
but I think it comes after some of the basics, and the basics start
with your costs and the costs of your competitor, and if currency
manipulation has an impact of 40 percent on your costs and value-
added taxes has an impact, an average worldwide of about 20 per-
cent, put them all together, that is 60 percent, those two. If health
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care costs, they are 10 percent of Revere’s costs, now you are up
to 70 percent.

Mr. BAIRD. It is a tough margin to beat.

Mr. O’SHAUGHNESSY. It doesn’t really matter whether there is
anyone trained or not; we are out of business and now we are going
to increase the energy costs by probably 30 percent in this country
but not in others.

Mr. BAIRD. Is it your feeling, Mr. O’Shaughnessy, that the things
the other panelists, the issues you have just addressed are not ade-
quately dealt with in our trade negotiations?

Mr. O’SHAUGHNESSY. Sir, they are not dealt with, period, in our
trade negotiations.

Mr. BAIRD. Any dispute of that?

Mr. JUREY. I would concur with that. I made two points. It is a
competitive workforce and it is the total cost of doing business en-
vironment they have to compete in, and that is a legitimate part
of that total cost of doing business. So if you go back to one of his
comments about consumption tax, look at the taxation factors that
really are a part of the cost of doing business. If you are taking a
company that has high capital costs and your tax environment pri-
marily taxes wealth or capital investment, then that is a disincen-
tive to that company. On the other hand, if a company’s costs are
primarily in production and you have levied a high production cost,
you have handicapped their competitiveness. And so if you don’t
think about tax policy as it impacts their cost of doing business and
if you don’t think about the tax policy internationally that either
helps or hinders the global competition, then we aren’t going to be
able to enable the kind of true competition we need for the U.S.
companies to remain competitive.

Mr. BAIRD. I actually concur with both points, and one of the
frustrations I have about our trade policy, and I spoke with Susan
Schwab about this a few days ago and spoke with members from
the machinists’ union just yesterday, is we tend to battle it out
over yes or no Colombia, yes or no Peru, yes or no Panama, but
we neglect all these other structural factors of our own society, and
the focus so becomes on the trade agreement yes or no that we ne-
glect our tax policy, our education policy, our currency policies, et
cetera, and I think ultimately to solve this—and whoever the next
President is, Democrat or Republican, we are not going to solve
this country’s financial situation unless we take a comprehensive,
integrated approach. And by the way, the President doesn’t write
the laws, this body does, so we can look to that President, but the
fact is, it is the next Congress that needs to address a comprehen-
sive approach, not just a trade policy but an economic policy writ
large, and I very much value the insights of the gentleman and
yield back to him.

Chairman MILLER. Thank you. The buzzers that you heard ear-
lier were Mr. Baird and me being called to a vote, and we now need
to go vote. It will probably take us 20 minutes, perhaps a half an
hour. And so if you all could be at ease for a little bit, we will go
vote and come back and reconvene. Thank you.

Mr. BAIRD. I may not be able to return, but I am very grateful
to both panels for their insightful testimony. Thank you very much.

[Recess.]



181

PREDATORY PRICING

Chairman MILLER. I think we are probably close to the end of
the hearing. I apologize for making all of you wait for so long so
close to the end of the hearing. I do have a couple questions for
various members of the two panels. Most antitrust laws are de-
signed to keep prices low. An exception to that that I remember
from law school and from the early years of my practice when I ac-
tually did a little of that was predatory pricing, where a large com-
pany set prices that were below their cost, certain in the knowledge
that they could outlast their smaller competitors, and when the
smaller competitors went out of business, they would be able to set
their prices at whatever level they wanted to, whatever the monop-
oly price would be rather than the competitive price. A lot of the
economists point out, those who are strong advocates for free trade,
not apostates, that a lot of the benefits that Mr. Copland described
and Mr. O’Shaughnessy described and others of you as well that
the Chinese have in particular—the currency manipulation, the
free capital, getting free land, free building, free machinery—all
that is free capital, is actually a cost and they are selling to us
below cost, below what it costs their society at least. And that if
a country wants to sell us goods at below cost, we ought to let
them. That is a bargain for as long as it lasts, but eventually they
will have to raise their prices.

Mr. Copland, when the day comes and the Chinese correct or let
their currency float and stop giving free capital to Chinese textile
manufacturers, are you going to be in business?

Mr. JAMES COPLAND. First off, are you going to guarantee that
they are going to change their currency policy and they are going
to change the stuff you are talking about?

Chairman MILLER. Well, if they do.

Mr. JAMES COPLAND. Oh, if they do.

Chairman MILLER. Are you sure that you are going to be

Mr. JAMES COPLAND. Are we going to be in business? Well, let
me tell you, it has been extremely difficult. It has been like a
nightmare what we have had to face. Our business was the curtain
business. We were the big player in the United States for it and
actually we had extremely high market share because we were the
best. That is why we had that market. And they came at this mar-
ket starting in 2001. China had about seven percent of the import
market, and the total import market on our goods was only about
five percent. What has happened in that seven-year period is that
China’s imports went up 6,900 percent on the type of goods that
we make. China has got 90-plus percent market share. Let me tell
you something, the total market is offshore goods. The total market
today is 98 percent offshore goods. So what do we have to do? I
mean, what we are doing, that market is gone. They are selling
this stuff not below cost, they are selling it below our raw material
cost to be able to do it. This is the subsidies that you are talking
about. This is the predatory pricing that you are talking about.
How do we survive? It is a sad way to have to survive. We are pick-
ing up the pieces when somebody else goes out of business. We
have competition go out of business, we pick up a piece and believe
you me, just as soon as you get into it, here come the Chinese
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again. We look constantly for something that the Chinese are not
doing, that they haven’t focused on yet or we are looking constantly
for something that may have some natural barrier to them coming
over here, a time thing or so on. But remember, everybody in our
industry is doing the same thing, everybody. There have been
550,000 jobs lost in my industry since 2001 alone. Manufacturing
in my state, North Carolina, has lost 28 percent of the manufac-
turing jobs. We have lost 19 percent nationwide, folks.

You ask, are we going to be able to do it? With every ounce of
energy I have got, with every ounce of energy that my son has got
and our wonderful workforce, loyal workforce we got, we intend to
do it. We intend to be here. But I am going to tell you, that if this
thing doesn’t stop, there are going to be no survivors that have
manufacturing in the United States, and I will not put my manu-
facturing in the People’s Republic of China. I will not put it in any
foreign country. I have a loyal workforce. They are part of my fam-
ily. I speak of them as though they are part of my family and I will
tell you under no circumstances will I export their jobs, will I put
them out of work for my own personal gain. But I intend to, if the
Lord gives us the strength and we get any decent break at all, we
will make it.

Chairman MILLER. Anyone else? Dr. Gomory.

Dr. GoMORY. Yes, I want to talk to the notion that when they
have wiped out the competition and then they raise their prices
that you can get back in. I mean, that may be some form of eco-
nomics but it is not the real world. In any business, either low tech
or high tech, there is an immense amount of know-how, and when
you lose the know-how, you are out of it. You are also not an iso-
lated thing. You depend on a chain of people who get parts for you
and they are not there anymore, and the idea that when the other
guy is finished killing you, you can rise from the dead, just—that
is a piece of—that is on paper, but in the real world, it is com-
plicated. You are very dependent on things that have gone away.
You can’t do it.

Chairman MILLER. Dr. Scott.

Dr. Scort. Well, listening to Mr. Copland, it really strikes me
that there is a certain measure of discretion that people have when
they are running a company. He could have changed his mind and
said, “Guys, I am in the nickel and dime business, shut the busi-
ness.” There aren’t very many people like Mr. Copland any longer.
One of the reasons is what is taught in business education across
the entire country has changed and that also changes beginning at
the end of the 1970s or the beginning of the 1980s. Just pick one,
the one that I happen to know, but our school was founded, the
dean said the mission of the school is to teach people to earn a de-
cent profit in a decent way. That is a question, it is not an answer,
but business schools don’t do that anymore, and the change, teach-
ing a decent profit in a decent way, you could pass for saying we
are going to teach officers that have some loyalty to a broad range
of things. We start doing the other and what we are doing is teach-
ing mercenaries. We are teaching mercenaries. No mercenary is
going to pay attention to his concerns at all and they are going all
through the establishment with a new calculus that says, “Hey, in
order to be effective, you have got to be able to reduce it to one di-
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mension or you can tell that three is bigger than two.” The sense
of responsibility that ought to be there isn’t there, and we are gen-
erating them. I am sure that this is an exception where they don’t
do that but aside from Vanderbilt, it is all over the country.

Mr. JAMES COPLAND. Let me make another statement about this
in regard to what was said just a minute ago. Mr. Chairman, you
said whenever they get enough and they are going to raise their
prices, this business is not going to come back to America. Let me
tell you about the textile business. When these plants are closed
down, they are closed. The equipment—if you don’t run the equip-
ment, keep it up, it deteriorates to nothing anyway, but the equip-
ment is being sold. Pakistan is buying the equipment. People are
selling it for five cents on the dollar. Nobody wants it. And let me
tell you what is happening to the buildings themselves. I was just
down in Joanna, South Carolina, a huge mill down there has been
closed five years. They are tearing it down. They are doing it all
over the South, tearing the mills down that are closed. Why? They
are going to sell the bricks, guys. They are going to sell the beams.
They will sell the bricks and sell the beams. So don’t think that
you are going to be able to say, “Oh, boy, as soon as this thing is
over, here we come back,” it is going to be regeneration. All we are
trying to do is to hold onto what we have got, and if we don’t wake
up and start paying attention to these trade agreements that we
are making and pay attention to the fine points of these trade
agreements, we are going to give it all away.

Let me give you one example. We just talked about CAFTA, and
that is not too long ago, CAFTA. It sounded like a good idea, all
right, going to make it in the United States, going to make it in
Central America, everybody is going to be okay. They left a loop-
hole. The loopholes are what get us and so many times our nego-
tiators don’t even know that the loopholes are there because they
are some political appointee that hasn’t done it but about six
months or three months or they have been out of college for about
a year. They don’t even know the loopholes are there. They do
know when they do it, woe be to them. Let me tell you something.
They had a deal in there to where they could take pocketing, so
that doesn’t sound like much. That is not sounding like much. Let
me tell you something. Pocketing is a 180-million-yard business in
the United States, pockets for trousers. It is a United States busi-
ness, and they had it in there and said, “Well, you know, we are
going to make an exception on pocketing and we are going to let
these Central American countries make this stuff out of Chinese
cloth.” Dominican Republic wanted that. They gave it to them. We
pointed it out and said, “Look, you are going to destroy the indus-
try.” “Oh, no, oh, don’t worry, we are going to fix it, we are going
to fix it, we are going to fix it, trust it, we are going to fix it.” That
was three-plus years ago, folks. It hasn’t been fixed. There has
been nothing done. Let me tell you the end result of that thing.
Eighty percent of that market is gone, and it is gone, folks. Eighty
percent of it is gone. Haines Finishing Company in Winston-Salem
closed down 75 percent of their business, closed it down. They have
been there longer than we have. Allis Manufacturing Company
closed down four plants down in South Carolina. You have got
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Mount Vernon, they lost 70 million yards worth of business, closed
plants in Rome, Georgia, closed plants down in Texas.

We have got to start paying attention to what we are doing with
these trade agreements. We have to get some people that know
what they are doing with these trade agreements. We are being
out-negotiated. We better start paying attention to what we are
doing because let me tell you something, we are exporting the
wealth of this country as fast as we can export it today. It is going
offshore. We are going to pay one tremendous price in this country.

Chairman MILLER. Dr. Gomory.

Mr. GOMORY. I really want to comment on that because first of
all, I am in wholehearted agreement, but I think it is very difficult
to work out a set of agreements which are that detailed. It is also
very difficult to counter the next mercantilist policy which may be
loophole 47, all right? The reason why I think we should seriously
consider the Buffet certificate program is because it measures re-
sults, not how you got them. The Buffet proposal, if you can’t ex-
port, they can’t import, however tricky they are and whatever the
deals are. It is not trying to match, you know, their currency ma-
nipulation with our currency manipulation or their loophole with
our loophole or their subsidy with our subsidy. It says, “Okay, kids,
if you want to ship stuff in, we have got to be shipping stuff out
and it is not nation by nation.” This I think is an approach which
needs to be taken very, very seriously.

Chairman MILLER. Mr. O’Shaughnessy.

MORE ON FREE TRADE

Mr. O’SHAUGHNESSY. I have two problems with the trade agree-
ments in general that we have negotiated. The first is, trade agree-
ments are designed to lower tariffs. That is what they are about.
But the problem is, because of our tax system where we are the
only major country in the world that does not have VAT taxes,
VAT taxes are like a tariff but they are exempt from trade agree-
ments. They are exempt by WTO rules. And so what happens is
that you can look at a chart in my written testimony, about how
European countries have lowered tariffs, normal tariffs, and they
have increased VAT taxes and their total tariffs are the same. So
they don’t even work on that side.

The second problem I have with the free trade agreements is
that the focus is wrong. And you see, to put together a patchwork
of trade agreements to solve our trade policy, to solve the loss of
the manufacturing jobs, and the loss that we are going to see in
the service sector—we are going to lose way more jobs in the serv-
ice sector than we have lost in the manufacturing sector—we have
to design a national trade strategy or policy from the top so that
when we consider things like environmental standards, we think
about the impact on our own ability to produce goods and services.
When we consider energy policy, we will think about that. When
we consider tax policy, we will think about that. And when you
layer all of these things together, that is very critical and that is
what is wrong. Our focus is wrong by looking at trade agreements
without having the framework to negotiate them from.

Mr. JAMES COPLAND. Let me just say this about the tariffs, you
brought up about the tariffs. You know, we make these trade
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agreements and today the average tariff in the United States, this
is the average of United States tariffs: 1.7 percent. That is not
much, guys. You turn right around and you look at the tariffs that
the other countries have that we have these agreements with and
they average 30 percent. Is that fair? Is that a good deal when you
negotiate something like that? No, you can’t tell me it is. Let me
tell you something. China today, they have—under the rules, they
have the right to designate themselves as an underdeveloped coun-
try, China. They’ve got the biggest international trade in the world
but when you are designated as an underdeveloped country, you
can charge anything you want as far as tariffs on stuff coming in
there in addition to these value-added taxes like has been brought
up. Is that fair? Is that good negotiations? Are those good trade
deals? Is that good for America? Absolutely not.
Chairman MILLER. Mr. Jurey.

A COMPREHENSIVE SOLUTION

Mr. JUREY. I guess a point I would make, a lot of good comments
have been made, but I would encourage the panel, the Committee
to think this way: there is going to have to be a comprehensive so-
lution. It is not as simplistic as taking any one of these sugges-
tions. At one point I remember a key member of your staff said,
“Well, could you cite in your testimony what specific clause we
could change to deal with your point?” And I said I wish it were
that simple. I wish I could say that if you simply change article 3,
section 2, paragraph 9 under WIA, all these things would go away,
but the reality is, the entire law is structured in such a way that
you are going to have to rethink all of the processes and all of the
measurements and how they impact the competitiveness of all
these companies. And in a similar way, you are going to have to
think about the broader aspects of these free trade agreements be-
cause there are components that challenge the men at this podium
but you can’t simply take one component and change it and think
you have solved the problem.

The broader issue really is, we don’t have a comprehensive eco-
nomic policy to deal with global competitiveness. It has got to be
multifaceted and there are some aspects of global competition we
are not going to be able to change and there are others we can. And
if out of this you can begin to think about the things that you can
impact—and as one of your colleagues said—you are the group that
writes the laws, if you can pull out the parts that you can have an
impact on and look at it in a more comprehensive way, I believe
you could make significant progress in enabling these companies to
remain and be very globally competitive.

Chairman MILLER. Dr. Scott.

Dr. ScoTT. The main ideas are the same as the one for the do-
mestic, and by the way, the increasing inequality in the United
States comes after 1980—from 1945 to 1980 the fraction of the in-
come being earned by the top 10 percent in the United States does
not change for 35 years. The change is since 1980, 1982. By the
same token, this is not coming from globalization. Europeans are
not experie